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INTRODUCTION 

This  pamphlet  1  is  prepared  in  connection  with  the  hearings  to 
be  held  by  the  Subcommittee  on  Select  Revenue  Measures  of  the 
House  Committee  on  Ways  and  Means  on  June  9  and  10,  1986.  The 
first  day  of  hearings  is  to  review  the  present  Federal  income  tax 
treatment  of  pass-through  entities  generally.  The  second  day  of 
hearmgs  is  to  cover  four  bills  that  would  affect  the  present  Federal 
income  tax  treatment  of  certain  pass-through  entities. 

The  four  bills  scheduled  for  hearing  on  June  10,  1986,  are:  (1) 
H.R.  1658  (tax  treatment  of  business  development  companies);  (2) 
H.R.  2571  (tax  treatment  of  real  estate  investment  trusts);  (3)  H.R. 
3397  (tax  treatment  of  regulated  investment  companies);  and  (4) 
H.R.  4448  (tax  treatment  of  entities  owning  real  estate  mortgages). 

The  first  part  of  the  pamphlet  provides  background  information, 
primarily  to  be  used  in  connection  with  the  hearing  on  June  9,' 
1986,  including  a  description  of  present  law  and  an  analysis  of  the 
issues  raised  by  the  treatment  of  pass-through  entities.  The  second 
part  of  the  pamphlet  is  a  summary  of  the  four  bills  scheduled  for 
the  hearmg  on  June  10,  1986.  The  third  part  of  the  pamphlet  pro- 
vides a  more  detailed  description  of  the  bills,  including  present  law, 
issues  raised  by  the  bills,  explanation  of  provisions,  and  effective 
dates. 


This  pamphlet  may  be  cited  as  follows:  Joint  Committee  on  Taxation,  Federal  Income  Tax 
treatment  of  Pass-Through  Entities  (Including  a  Description  of  H.R.  1658  HR  ^571  H  R  ]'i97 
a«d //./?.  4445  (JCS-13-86),  June  9,  1986.  ^  ^  i  -tx.  ~ot i,  n.n.  jjy/. 


(1) 


I.  BACKGROUND  ON  TAX  TREATMENT  OF  PASS-THROUGH 

ENTITIES 

Present  Law 

Overview 

Owners  of  a  business  or  of  income  producing  property  may  wish, 
for  a  variety  of  business  or  other  reasons,  to  use  a  separate  entity 
to  conduct  the  business  or  hold  the  property.  The  tax  consequences 
of  using  a  separate  entity  depend  on  the  type  of  entity  that  is  used. 

Present  law  sets  forth  criteria  applicable  in  distinguishing 
among  types  of  entities  that  receive  pass-through  tax  treatment, 
and  in  distinguishing  such  pass-through  entities  from  C  corpora- 
tions, which  are  subject  to  tax  at  the  entity  level.  In  general,  appli- 
cable Treasury  regulations  provide  factors  for  distinguishing 
among  partnerships,  corporations  and  trusts.  In  addition,  special 
rules  apply  to  certain  types  of  passthrough  entities  including  S  cor- 
porations, regulated  investment  companies,  real  estate  investment 
trusts,  cooperatives,  and  housing  cooperatives. 

Description  of  various  types  of  entities 

Corporations 

A  corporation  that  does  not  qualify  for  special  conduit  treatment 
("C  corporation")  generally  is  taxed  as  an  entity  separate  from  its 
shareholders.  Thus,  the  corporation's  income  generally  is  taxed 
when  earned  at  the  corporate  level,  and  is  taxed  again  when  dis- 
tributed as  dividends  ^  to  individual  shareholders. 

Corporate  income  that  is  not  distributed  to  shareholders  is  sub- 
ject to  current  tax  at  the  corporate  level  only.  To  the  extent  that 
income  retained  at  the  corporate  level  is  reflected  in  an  increased 
share  value,  the  shareholder  may  be  taxed  at  favorable  capital 
gains  rates  upon  sale  or  exchange  (including  certain  redemptions)  of 
the  stock  or  upon  liquidation  of  the  corporation.^ 

Corporate  deductions  and  credits  reduce  only  corporate  income 
and  are  not  passed  through  to  individual  shareholders. 


2  Distributions  with  respect  to  stock  that  exceed  corporate  earnings  and  profits  are  not  taxed 
as  dividend  income  to  shareholders  but  are  treated  as  a  tax-free  return  of  capital  that  reduces 
the  shareholder's  basis  in  the  stock.  Distributions  in  excess  of  corporate  earnings  and  profits 
that  exceed  a  shareholder's  basis  in  the  stock  are  treated  as  amounts  received  in  exchange  for 
the  stock  and  accordingly  may  be  taxed  to  the  shareholder  at  capital  gains  rates. 

3  If  an  individual  shareholder  retains  stock  until  death,  the  appreciation  can  pass  to  the  heirs 
free  of  income  tax  (sec.  1014).  In  addition,  in  the  case  of  certain  corporate  distributions  in  liqui- 
dation or  in  certam  redemptions,  unrealized  appreciation  in  corporate  assets  can  escape  corpo- 
rate tax  entirely  (apart  from  the  recapture  of  specified  items,  such  as  certain  prior  depreciation 
deductions).  In  such  cases,  only  a  capital  gains  tax  at  the  shareholder  level  may  be  imposed  on 
the  appreciation  when  the  assets  are  distributed  to  the  shareholders,  or  sold  to  a  third  party  and 
the  proceeds  distributed. 

(2) 


Partnerships 

A  partnership  is  a  conduit — i.e.,  it  receives  pass-through  treat- 
ment— for  purposes  of  income  tax  habihty  and  payments.  Each 
partner  takes  into  income  his  "distributive  share"  of  the  partner- 
ship's taxable  income  and  the  separately  allocable  items  of  income, 
deduction,  and  credit  (sec.  702(a)).  The  liability  for  Federal  income 
tax  payment  is  that  of  the  partner,  and  not  of  the  partnership  (sec. 
701). 

Conduit  treatment  for  the  partnership  means  that  income  is 
taxed  at  only  one  level:  the  partner's  level.  Also,  this  means  that 
the  partner  is  taxed  on  the  partnership  profits  even  though  none  of 
those  profits  may  actually  be  distributed  to  the  partner. 

Conduit  treatment  for  partnerships  also  means  that  any  partner- 
ship losses,  deductions,  and  credits  pass  through  to  the  partner  and 
can  be  used  to  offset  other  income,  thereby  reducing  the  income 
tax  liability  of  the  partner.  The  amount  of  losses  that  a  partner 
may  deduct  under  these  provisions  for  a  particular  year  may  not 
exceed  the  amount  of  the  adjusted  basis  of  his  partnership  interest 
(sec.  704(d)),  which,  at  the  inception  of  the  partnership,  equals  the 
sum  of  his  capital  contribution  to  the  partnership  plus  his  share,  if 
any,  of  partnership  liabilities. 

Partnerships  have  been  utilized  to  provide  partners  a  significant 
amount  of  flexibility  to  vary  their  respective  shares  of  partnership 
income.  Unlike  some  other  types  of  pass-through  entities  (discussed 
below),  partnerships  permit  a  significant  amount  of  flexibility  in  al- 
locating specific  tax  consequences  to  particular  partners;  for  exam- 
ple, depreciation  deductions  can  be  allocated  disproportionally  to  a 
partner;  or  taxable  income  (but  not  current  cash  flow)  can  be  allo- 
cated disproportionately  to  another  partner.  The  Code  permits  such 
allocations  only  to  the  extent  they  have  "substantial  economic 
effect".  Within  this  limitation,  however,  partners  in  many  in- 
stances effectively  can  utilize  such  allocations  to  transfer  tax  at- 
tributes. 

Trusts 

A  trust  can  also  function  as  a  conduit.  Some  trusts  ("grantor 
trusts")  are  taxed  as  if  the  property  were  still  retained  by  the 
grantor.  Generally,  however,  a  trust  is  taxed  as  a  separate  entity. 
It  receives  a  deduction  for  distributions  to  beneficiaries,  however, 
and  beneficiaries  generally  include  the  distributed  amounts  in 
income.  A  trust  generally  may  not  engage  in  active  business  activi- 
ties without  risking  reclassification  as  a  corporation. 

Other  statutory  entities 

Certain  entities  that  are  organized  as  corporations  or  as  trusts 
and  that  meet  specified  requirements  are  taxed  under  special  stat- 
utory provisions.  In  different  ways,  these  provisions  basically 
permit  tax  to  be  imposed  at  a  single  level,  rather  than  at  both  the 
entity  level  and  the  owner  level.  In  general,  relief  from  the  corpo- 
rate income  tax  is  given  to  income  earned  by  corporations  electing 
under  subchapter  S  ("S  Corporations"),  regulated  investment  com- 
panies ("RICs"),  real  estate  investment  trusts  ("REITs"),  and  cer- 
tain cooperatives. 


Classification  rules 

Taxpayers  have  a  significant  amount  of  flexibility  under  present 
law  to  determine  the  tax  results  of  their  arrangements  by  selecting 
the  form  of  entity  in  which  a  business  will  be  conducted  or  proper- 
ty held. 

The  Code  defines  the  term  "corporation"  to  include  "associa- 
tions," whether  or  not  organized  in  corporate  form  (sec.  7701(aX3)). 
Thus,  an  entity  organized  as  a  pass-through  entity,  such  as  a  part- 
nership or  a  trust,  may  be  reclassified  for  tax  purposes  if  it  more 
nearly  resembles  a  taxable  C  corporation.  Whether  it  more  nearly 
resembles  a  corporation  depends  on  a  variety  of  factors,  including 
the  relationship  of  the  owners  to  the  entity  and  the  types  of  activi- 
ty the  entity  conducts. 

Morrissey  case 

The  Supreme  Court  articulated  standards  applicable  in  determin- 
ing whether  an  entity  should  be  taxed  as  a  corporation  in  the  case 
of  Morrissey  v.  Commissioner,  296  U.S.  344  (1935).  That  case  in- 
volved an  organization  established  as  a  trust  under  state  law  and 
reclassified  by  the  IRS  as  an  "association,"  taxable  as  a  corpora- 
tion. The  organization  was  empowered  to  operate  a  golf  course  and 
to  sell,  lease  or  operate  other  lands.  It  platted  and  sold  lots,  and 
constructed  and  operated  a  golf  course  and  golf  club.  Beneficial  in- 
terests were  evidenced  by  transferable  share  certificates,  evidenc- 
ing both  common  and  preferred  interests,  held  by  hundreds  of  per- 
sons. The  Supreme  Court  concluded  that  the  organization  was 
properly  taxed  as  a  corporation,  given  the  entity's  centralized  con- 
trol and  continuity  of  life,  the  limited  liability  of  shareholders,  and 
the  fact  that  the  entity  essentially  was  conducting  a  business  enter- 
prise. The  court  reasoned  that  the  entity  resembled  a  corporation. 
Thus,  the  Morrissey  case  is  said  to  have  set  forth  the  "resem- 
blance" test  referred  to  in  the  Treasury  regulations  regarding 
entity  classification. 

Treasury  regulations 

Treasury  regulations  under  section  7701  of  the  Code  provide  that 
whether  a  business  entity  is  taxed  as  a  corporation  depends  on 
which  form  of  enterprise  the  entity  "more  nearly"  resembles 
(Treas.  Reg.  sec.  301.7701-2(a)).  The  regulations  list  six  characteris- 
tics which  distinguish  an  association  taxable  as  a  corporation  from 
other  entities.  These  are:  (1)  associates,  (2)  an  objective  to  carry  on 
business  and  divide  the  gains  therefrom,  (3)  continuity  of  life,  (4) 
centralization  of  management,  (5)  liability  for  corporate  debts  limit- 
ed to  corporate  property,  and  (6)  free  transferability  of  interests. 

In  general,  the  Treasury  regulations  provide  that  each  of  the  fac- 
tors is  to  be  accorded  the  same  weight.  In  order  to  be  treated  as  a 
corporation  for  Federal  income  tax  purposes,  an  unincorporated 
entity  must  have  more  corporate  characteristics  than  noncorporate 
characteristics. 


Classification  as  partnership  or  corporation 

In  general 

In  distinguishing  partnerships  from  corporations,  the  Treasury 
Regulations  provide  that  the  factors  of  the  presence  of  associates 
and  an  objective  to  carry  on  business  and  divide  the  gains  there- 
from are  common  to  both  partnerships  and  corporations.**  Whether 
an  entity  is  to  be  classified  as  a  partnership  or  a  corporation  de- 
pends, under  the  Treasury  regulations,  on  whether  the  entity  has 
more  than  two  of  the  remaining  four  principal  "corporate"  charac- 
teristics of  a  business  entity.  The  effect  of  the  Treasury  Regulations 
generally  is  to  classify  an  entity  as  a  partnership  if  it  lacks  any 
two  of  these  four  critical  corporate  characteristics  without  further 
inquiry  as  to  how  strong  or  weak  a  particular  characteristic  is  or 
how  the  evaluation  of  the  factors  might  affect  overall  resemblance 
(Treas.  Reg.  sees.  301.7701-2  and  -3).^ 

These  regulations,  known  as  the  "Kintner"  regulations,  were  ba- 
sically adopted  in  1960  in  response  to  a  decision  of  the  Ninth  Cir- 
cuit in  U.S.  V.  Kintner,  216  F.2d  418  (9th  Cir.  1954).  In  that  case, 
the  Ninth  Circuit  held  that  an  association,  formed  by  a  physician 
to  establish  a  pension  plan  for  his  benefit  as  a  shareholder/employ- 
ee of  a  corporation,  was  properly  treated  as  a  corporation,  not  a 
partnership.  The  taxpayer  in  that  case  obtained  the  benefit  of  more 
favorable  pension  plan  rules  applicable,  at  that  time,  to  corporate 
employees  but  not  to  partners.  Responding  to  this  decision,  the 
Treasury  Department  revised  the  partnership  classification  regula- 
tions in  1960  so  as  to  make  it  more  likely  that  an  association  would 
be  classified  as  a  partnership  and  not  a  corporation.^ 

Specific  factors 

Under  the  Treasury  Regulations,  an  organization  has  continuity 
of  life  if  the  death,  insanity,  bankruptcy,  retirement,  resignation  or 
expulsion  of  any  member  will  not  cause  a  dissolution  of  the  organi- 
zation. In  the  case  of  a  limited  partnership,  if  the  retirement, 
death,  or  insanity  or  a  general  partner  causes  a  dissolution  unless 
the  remaining  general  partners  (or  all  the  remaining  members) 
agree  to  continue  the  partnership,  continuity  of  life  does  not  exist. 
The  regulations  provide  that  a  general  or  limited  partnership  sub- 
ject to  a  statute  corresponding  to  the  Uniform  Partnership  Act  or 


■*  The  presence  or  absence  of  these  two  factors  may,  however,  serve  to  distinguish  a  corpora- 
tion or  partnership,  on  the  one  hand,  from  another  type  of  entity  such  as  a  trust,  on  the  other 
hand.  See,  discussion  under  "Classification  as  a  Trust  or  Corporation,"  infra. 

^  See,  Larson  v.  Commissioner,  66  T.C.  159  (1976),  acq.  1979-1  C.B.  1;  Rev.  Rul.  79-106,  1979-1 
C.B.  448. 

^  The  Tax  Equity  and  Fiscal  Responsibility  Act  of  1982  changed  the  favorable  pension  plan 
treatment  of  shareholders  who  are  also  corporate  employees  (as  compared,  for  example,  to  part- 
ners). Thus,  this  reason  for  changing  the  partnership  classification  regulations  as  they  were 
changed  in  1960  no  longer  exists.  The  Tax  Court  in  Larson  upheld  the  taxpayer's  view  that 
certain  entities  were  properly  treated  as  partnerships  rather  than  corporations.  The  court 
stated:  ".  .  .  if  the  overall  corporate  resemblance  test  .  .  .  permits  us  to  weigh  each  factor  ac- 
cording to  the  degree  of  corporate  similarity  it  provides,  we  would  be  inclined  to  find  that  these 
entities  were  taxable  as  corporations.  Each  possessed  a  degree  of  centralized  management  indis- 
tinguishable from  that  of  a  pure  corporation;  the  other  major  factors  lie  somewhere  on  the  con- 
tinuum between  corporate  and  partnership  resemblance.  Were  not  the  regulations'  thumb  upon 
the  scales,  it  appears  to  us  that  the  practical  continuity  and  limited  liability  of  both  entities 
would  decisively  tip  the  balance  in  respondent's  [the  Commissioner's]  favor.  However,  we  can 
find  no  warrant  for  such  refined  balancing  in  the  regulations  or  in  cases  which  have  considered 
them."  66  T.C.  at  185  (1976). 


the  Uniform  Limited  Partnership  Act  generally  lacks  continuity  of 
life.  Under  these  rules,  continuity  of  life  generally  does  not  exist 
even  if  the  remaining  partners  have  agreed  to  continue  the  part- 
nership.' 

An  organization  generally  has  centralized  management,  under 
the  regulations,  if  any  person  (or  any  group  of  persons  which  does 
not  include  all  the  members)  has  continuing  exclusive  authority  to 
make  the  management  decisions  necessary  to  the  conduct  of  the 
business  for  which  the  organization  was  formed.  A  general  partner- 
ship subject  to  a  statute  corresponding  to  the  Uniform  Partnership 
Act  generally  cannot  achieve  centralization  of  management  be- 
cause of  the  mutual  agency  relationship  between  the  partners.  A 
limited  partnership  subject  to  a  statute  corresponding  to  the  Uni- 
form Limited  Partnership  Act  generally  does  not  have  centralized 
management  unless  substantially  all  the  interests  in  the  partner- 
ship are  owned  by  the  limited  partners.  However,  if  all  or  a  speci- 
fied group  of  the  limited  partners  may  remove  a  general  partner 
(even  with  a  substantially  restricted  right  of  removal),  the  test  for 
whether  there  is  centralized  management  is  to  be  based  on  all  the 
facts  and  circumstances. 

Under  the  Treasury  Regulations,  an  organization  has  limited  li- 
ability if,  under  local  law,  there  is  no  member  who  is  personally 
liable  for  the  debts  of,  or  claims  against,  the  organization.  In  the 
case  of  an  organization  subject  to  a  statute  corresponding  to  the 
Uniform  Partnership  Act  (or  the  Uniform  Limited  Partnership 
Act),  personal  liability  generally  exists  with  respect  to  each  general 
partner.  In  the  case  of  a  limited  partnership,  however,  personal  li- 
ability does  not  exist  with  respect  to  a  general  partner  when  he 
has  no  substantial  assets  (other  than  his  interest  in  the  partner- 
ship) which  could  be  reached  by  a  creditor  of  the  organization,  and 
is  merely  a  "dummy"  acting  as  the  agent  of  the  limited  partners. 
The  Internal  Revenue  Service  has  taken  the  ruling  position  that  a 
corporate  general  partner  in  a  limited  partnership  does  not  have 
substantial  assets  unless,  in  the  case  of  a  partnership  with  total 
contributions  of  less  than  $2,500,000,  its  net  worth  is  greater  than 
or  equal  to  the  lesser  of  $250,000  or  15  percent  of  the  total  contri- 
butions to  the  partnership,  or  in  the  case  of  a  partnership  with 
total  contributions  of  $2,500,000  or  more,  its  net  worth  is  at  least  10 
percent  of  the  total  contributions  to  the  partnership  (Rev.  Proc.  72- 
13,  1972-1  C.B.  735).  However,  if  it  meets  these  tests,  it  will  be  con- 
sidered to  have  substantial  assets,  and  the  entity  thus  will  be  con- 
sidered not  to  have  limited  liability,  for  advance  ruling  purposes. 
Taxpayers  have  successfully  contended  that  there  is  no  limited  li- 
ability under  the  regulations  if  the  corporate  general  partner  is  not 
a  "dummy"  acting  as  the  agent  of  the  limited  partners.  (See 
Larson  v.  Commissioner  {supra,  note  5).) 

An  organization  has  free  transferability  of  interests  if  members 
owning  substantially  all  of  the  interests  have  the  power,  without 
the  consent  of  other  members,  to  substitute  another  person  as  a 
member  and  to  confer  upon  his  substitute  all  the  attributes  of  his 


'  See,  Rev.  Proc.  86-3,  1986-1  C.B.  26,  describing  certain  situations  in  which  the  Internal  Reve- 
nue Service  will  not  issue  an  advance  ruling  regarding  the  classification  of  an  entity  as  a  part- 
nership; including  issues  relating  to  continuity  of  life. 


interest.  Free  transferability  of  interests  does  not  exist,  under  the 
regulations,  if  a  transfer  of  a  member's  interest  results  in  the  disso- 
lution of  the  old  organization  and  the  formation  of  a  new  organiza- 
tion.^ 

Classification  as  trust  or  corporation 

In  general. — The  Treasury  Regulations  also  provide  that,  in  gen- 
eral, the  term  "trust"  refers  to  an  arrangement  created  either  by  a 
will  or  by  an  inter  vivos  declaration  whereby  trustees  take  title  to 
property  for  the  purpose  of  protecting  or  conserving  it  for  the  bene- 
ficiaries under  the  ordinary  rules  applied  in  chancery  or  probate 
courts  (Treas.  Reg.  sec.  301-7701-4).  The  regulations  further  provide 
that,  in  general,  an  arrangement  will  be  treated  as  a  trust  if  it  can 
be  shown  that  the  purpose  of  the  arrangement  is  to  vest  in  trustees 
responsibility  for  the  protection  and  conservation  of  property  for 
beneficiaries  who  cannot  share  in  the  discharge  of  this  responsibil- 
ity and,  therefore,  are  not  associates  in  a  joint  enterprise  for  the 
conduct  of  business  for  profit. 

Since  the  four  characteristics  discussed  above  that  distinguish 
partnerships  from  corporations  generally  are  common  to  trusts  and 
corporations,  the  Treasury  Regulations  use  the  other  factors — 
namely  the  presence  of  associates  and  an  objective  to  carry  on  busi- 
ness and  divide  the  gains  therefrom — in  distinguishing  a  trust  from 
a  corporation  for  Federal  income  tax  purposes  (see  Treas.  Reg.  sec. 
301.7701-2(a)(2)). 

Thus,  an  entity  will  not  be  treated  as  a  trust  if  the  trust  is  used 
for  carrying  on  a  profit-making  business  that  ordinarily  would  be 
carried  on  through  a  business  organization  such  as  a  corporation  or 
partnership,  such  is  often  the  case  in  the  case  of  certain  types  of 
organizations  which  are  known  as  business  or  commercial  trusts 
(e.g.,  a  Massachussetts  business  trust)  (Treas.  Reg.  sec.  301.7701- 
4(b)). 

Management  trusts. — The  Treasury  Regulations  provide  that  an 
investment  trust  (sometimes  also  called  a  "management  trust")  is 
generally  treated  as  an  association  taxable  as  a  corporation  where 
there  is  power  under  the  trust  agreement  to  vary  the  investment  of 
the  certificate  holders.  Nontheless,  where  there  is  not  power  under 
the  trust  agreement  to  vary  the  investment  of  the  certificate  hold- 


*  Particularly  as  applied  to  limited  partnerships,  the  characteristics  set  forth  in  the  regula- 
tions have  been  criticized  as  unrealistic.  Critics  claim  that  a  revision  of  the  classification  test 
that  more  realistically  analyzes  these  factors  and  others  would  result  in  many  entities  now  clas- 
sified as  partnerships  being  treated  as  corporations.  [See  Sexton  and  Osteen,  Classification  as  a 
Partnership  or  an  Association  Taxable  as  a  Corporation.  24  Tulane  Tax  Institute  95  (197r)))  The 
Tax  Court,  in  the  case  of  Larson  v.  Commisssioner  {su/>ra.  note  .5)  applying  the  regulations,  sug- 
gested that  additional  factors  might  be  relevant  in  determining  whether  a  limited  partnership 
should  be  reclassified  as  a  corporation.  In  1977,  the  Treasury  Department  issued,  and  immedi- 
ately withdrew,  proposed  regulations  intended  to  make  the  test  for  reclassification  more  realis- 
tic, particularly  as  applied  to  limited  partnerships.  The  proposed  rules  (42  Fed.  Reg.  1().S8  (Jan.  5, 
1977))  would  have  tightened  the  test  with  respect  to  the  continuity  of  life  and  centralized  man- 
agement factors,  and  generally  would  have  required  the  examination  of  additional  factors  if  an 
entity  had  two  of  the  four  corporate  characteristics.  The  proposed  regulations  were  intended  as 
a  response  to  criticism  that  the  existing  regulations  deviated  from  the  "resemblance  test"  in  the 
Morrissev  case,  on  which  they  were  based.  After  the  1977  proposed  regulations  were  withdrawn, 
the  Internal  Revenue  Service  subsequently  indicated,  in  Rev.  Rul.  79-l()(i,  1979-1  C.B.  448,  that  it 
would  follow  the  Larson  application  of  the  existing  regulations,  without  examining  additional 
factors.  Thus,  the  issue  under  present  law — whether  the  test  for  partnership  status  in  the  existing 
regulations  is  inappropriate,  especially  as  applied  to  limited  partnerships — remains  unresolved, 
resolved. 
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ers  (as  occurs  in  the  case  of  so-called  a  "fixed  investment  trust"  or 
"unit  investment  trust"),  the  entity  will  not  be  treated  as  a  corpo- 
ration. 

Liquidating  trusts. — The  Treasury  Regulations  provide  that  orga- 
nizations which  are  commonly  known  as  "liquidating  trusts"  (i.e.,  a 
trust  organized  for  the  primary  purpose  of  liquidating  and  distrib- 
uting the  assets  transferred  to  it)  and  similar  organizations  are 
generally  treated  as  trusts  (Treas.  Reg.  sec.  301.7701-4(d)).  A  liqui- 
dating trust  is  treated  as  a  trust  because  it  is  formed  with  the  ob- 
jective of  liquidating  particular  assets  and  not  as  a  organization 
having  as  its  purpose  the  carrying  on  of  a  profit-making  business 
which  normally  would  be  conducted  through  business  organizations 
classified  as  corporations  or  partnerships.  However,  under  the 
Treasury  Regulations,  if  the  liquidation  is  unreasonably  prolonged 
or  if  the  liquidation  purpose  becomes  so  obscured  by  business  ac- 
tivities that  the  declared  purpose  of  liquidation  is  lost  or  aban- 
doned, the  organization  may  no  longer  be  treated  as  a  trust. 

Grantor  trusts 

Finally,  present  law  provides  that  a  grantor  trust  is  not  treated 
as  a  trust  for  Federal  income  tax  purposes,  but  rather  the  inci- 
dence of  taxation  falls  upon  the  grantor,  because  the  grantor  is 
treated  as  the  owner  of  the  trust  (sec.  671).  In  general,  a  grantor  of 
a  trust  is  treated  as  the  owner  of  any  portion  of  a  trust  in  which  he 
has  a  reversionary  interest  in  either  the  corpus  or  the  income,  if, 
as  of  the  inception  of  that  portion  of  the  trust,  the  interest  in  the 
trust  will  or  may  reasonably  be  expected  to  revert  to  the  grantor 
within  10  years  (sec.  673(a)).  The  grantor  of  a  trust  generally  is  also 
treated  as  the  owner  if  he  (or  a  nonadverse  party)  has  certain 
powers  to  control  beneficial  enjoyment  of  the  corpus  or  income,  or 
has  certain  administrative  powers  over  the  trust,  or  has  the  power 
to  revoke  the  trust  in  some  circumstances,  or  may  distribute  or  ac- 
cumulate the  income  for  the  grantor  or  the  grantor's  spouse  or  use 
the  income  to  pay  premiums  on  insurance  on  the  life  of  the  grantor 
or  the  grantor's  spouse  (sees.  674-677).  Thus,  in  general,  if  the 
grantor  retains  sufficient  powers  or  obtains  sufficient  current  bene- 
fits from  the  trust,  he  is  treated  as  the  owner. 

Classification  of  entities  with  multiple  classes  of  ownership 

In  May  1984,  the  Treasury  Department  issued  proposed  regula- 
tions addressing  the  treatment  of  trusts  that  have  more  than  one 
class  of  ownership  interest.  Final  regulations  were  issued  in  March 
1985  (Treas.  Reg.  sec.  301.7701-4(c)(l)).  Under  these  regulations,  a 
trust  is  treated  as  having  one  class  of  ownership  if  all  of  the  benefi- 
ciaries of  the  trust  have  undivided  interests  in  all  of  the  trust  prop- 
erty. More  than  one  class  of  ownership  may  exist  where,  for  exam- 
ple, some  beneficiaries  are  entitled  to  received  more  than  their  pro 
rata  share  of  trust  distributions  in  early  years  and  other  benefici- 
aries are  entitled  to  more  than  their  pro  rata  share  in  later  years. 

Under  the  regulations,  an  arrangement  having  more  than  one 
class  of  ownership  interest  generally  is  not  treated  as  a  trust,  but  is 
treated  as  a  corporation.  Thus,  if  a  trust  held  a  portfolio  of  mort- 
gages, and  interest  in  the  trust  were  to  receive  all  principal  collect- 
ed by  the  trust  and  a  specified  rate  of  interest  thereon,  until  the 
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trust  had  collected  a  specified  amount  of  principal  on  the  mort- 
gages, and  another  class  of  beneficiaries  were  to  receive  all  remain- 
ing amounts  collected  by  the  trust,  then  such  trust  would  be  treat- 
ed as  an  association  taxable  as  a  corporation  under  the  regulations. 
The  regulations  provide  a  limited  exception  for  certain  trusts  with 
multiple  classes,  where  the  existence  of  multiple  classes  is  inciden- 
tal to  the  purpose  of  facilitating  direct  investment  in  the  assets  of 
the  trust.  These  regulations  apply  to  interests  issued  after  April  27, 
1984. 

Special  rules  for  the  taxation  of  certain  entities 

S  corporations 

Subchapter  S  of  the  Code,  which  provides  for  the  definition  and 
tax  treatment  of  S  corporations  and  their  shareholders,  was  en- 
acted in  1958  to  minimize  the  effect  of  Federal  income  tax  consider- 
ations on  the  choice  of  form  of  business  organization.  The  provi- 
sions of  subchapter  S  permit  the  incorporation  and  operation  of 
certain  businesses  without  the  incidence  of  income  taxation  at  both 
the  corporate  and  shareholder  levels.  (See  S.  Rept.  No.  1983,  85th 
Cong.,  2d  Sess.,  87  (1958).)  Substantial  simplifying  changes  to  the 
provisions  were  enacted  in  the  Subchapter  S  Revision  Act  of  1982. 
(See  S.  Rept.  No.  97-640,  97th  Cong.,  2d  Sess.,  6  (1982).)  The  Act  con- 
tinued the  ability  of  eligible  corporations  to  elect  a  single  level 
shareholder  tax  on  earnings.  It  removed  certain  limitations  on  S 
corporation  activities  (including  prior-law  prohibitions  against  ex- 
cessive passive  income).  The  Act  also  generally  increased  the 
extent  to  which  the  S  corporation  is  treated  as  a  pure  conduit 
under  rules  similar  to  partnership  rules,  rather  than  as  a  modified 
corporate  entity. 

Under  present  law,  in  order  to  be  eligible  to  elect  S  corporation 
status,  a  corporation  may  not  have  more  than  35  shareholders  and 
may  not  have  more  than  one  class  of  stock.  Only  individuals  (other 
than  nonresident  aliens),  estates  and  certain  trusts  are  permitted 
as  shareholders.  A  corporation  may  elect  S  corporation  status  only 
with  the  consent  of  all  its  shareholders,  and  may  terminate  its  elec- 
tion with  the  consent  of  shareholders  holding  more  than  half  the 
stock  (sec.  1362).  Although  there  are  limitations  on  the  types  of 
shareholders  and  stock  structure  an  S  corporation  may  have,  there 
is  no  limit  on  the  size  of  such  a  corporation. 

There  is  no  requirement  that  an  S  corporation  be  engaged  in  an 
active  business.  However,  excess  passive  investment  income  can 
cause  the  automatic  termination  of  S  corporation  status  in  some 
circumstances  if  an  S  corporation  was  previously  a  C  corporation 
and  still  has  C  corporation  earnings  and  profits.  In  such  a  case,  if 
the  S  corporation  has  passive  income  amounting  to  more  than  25 
percent  of  its  gross  receipts  for  3  consecutive  years,  the  corporation 
loses  its  S  corporation  status.  This  rule  is  intended  to  prevent  a 
regular  C  corporation  from  electing  S  status  and  converting,  essen- 
tially, into  a  holding  company,  rather  than  liquidating  and  incur- 
ring tax  at  the  shareholder  level  on  liquidation  proceeds  from  the 
period  of  operation  as  a  C  corporation. 

S  corporations  generally  are  treated  for  Federal  income  tax  pur- 
poses as  pass-through  entities,  not  subject  to  tax  at  the  corporate 
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level  (sees.  1363  and  1366).  Items  of  income  (including  tax-exempt 
income),  loss,  deduction  and  credit  of  the  corporation  are  taken 
into  account  in  computing  the  tax  of  the  shareholders.  A  share- 
holder's deduction  for  corporate  losses  is  limited  to  the  amount  of 
the  shai^eholder's  adjusted  basis  in  his  stock  and  in  the  indebted- 
ness of  the  corporation  to  such  shareholder.  To  the  extent  a  loss  is 
not  allowed  due  to  this  limitation,  it  generally  is  carried  forward  to 
the  next  year.  The  shareholder's  basis  in  his  stock  and  debt  is  re- 
duced by  his  share  of  losses  allowed  as  a  deduction  and,  in  the  case 
of  stock,  by  distributions,  and  the  shareholder's  basis  in  his  stock  is 
increased  by  his  share  of  the  corporation's  income  (sec.  1367). 

There  are  two  principal  exceptions  to  the  general  pass  through 
treatment  of  S  corporations.  Both  are  applicable  only  if  the  corpo- 
ration was  previously  a  C  corporation  and  are  generally  intended 
to  prevent  avoidance  of  otherwise  applicable  C  corporation  tax  con- 
sequences. First,  an  S  corporation  is  subject  to  tax  on  excess  net 
passive  investment  income  (but  not  in  excess  of  its  taxable  income, 
subject  to  certain  adjustments),  if  (for  less  than  3  consecutive 
years  ^)  the  corporation  has  subchapter  C  earnings  and  profits,  and 
has  gross  receipts  more  than  25  percent  of  which  are  passive  in- 
vestment income  for  the  year  (sec.  1375). 

Second,  for  the  first  3  years  after  a  corporation  which  was  previ- 
ously a  regular  C  corporation  elects  to  be  an  S  corporation,  capital 
gains  of  the  corporation  are  subject  to  tax  at  the  corporate  level  if 
they  exceed  a  certain  amount  (sec.  1374).  ^'^ 

In  general,  a  shareholder  is  not  subject  to  tax  on  distributions 
unless  they  exceed  the  shareholder's  basis  in  his  stock  of  the  corpo- 
ration or,  in  general,  unless  the  corporation  was  formerly  a  C  cor- 
poration and  has  remaining  earnings  and  profits  (sec.  1368).  To  the 
extent  of  such  earnings  and  profits,  corporate  distributions  are 
treated  like  dividends  of  C  corporations  and  generally  are  subject 
to  tax  as  ordinary  income  in  the  hands  of  the  shareholders. 

Real  estate  investment  trusts 

Under  the  provisions  of  the  Code  applicable  to  REITs  (sees.  856  et 
seq.),  REITs  generally  are  treated  as  conduits  for  Federal  income 
tax  purposes  to  the  extent  of  the  amount  of  its  earnings  that  are 
distributed  currently  to  shareholders.  Conduit  treatment  is 
achieved  by  allowing  the  REIT  a  deduction  for  earnings  distributed 
on  a  current  basis.  Thus,  income  that  is  currently  distributed  to 
shareholders  is  not  taxed  at  the  REIT  level;  income  that  is  not  cur- 
rently distributed  to  shareholders  is  taxed  at  the  REIT  level,  as  in 
the  case  of  ordinary  corporations. 

In  general,  an  entity  may  qualify  as  a  REIT  if  it  is  a  trust  or 
corporation  with  at  least  100  different  freely  transferable  interests, 
and  would  be  taxable  as  an  ordinary  domestic  corporation  but  for 


*  If  the  S  corporation  continues  to  have  C  corporation  earnings  and  profits  and  has  gross  re- 
ceipts more  than  25  percent  of  which  are  passive  investment  income  in  each  year  for  3  consecu- 
tive years,  the  S  corporation  election  is  automatically  terminated. 

'°  If  the  net  capital  gain  of  the  corporation  exceeds  $25,000,  and  exceeds  50  percent  of  its  tax- 
able income  (with  certain  adjustments)  for  the  year,  and  the  corporation's  taxable  income  (as 
adjusted)  exceeds  $25,000,  then  corporate  level  tax  is  imposed  on  the  net  capital  gains  of  the 
corporation  in  excess  of  $25,000  (or,  if  the  tax  is  lower,  the  taxable  income  (as  adjusted)  of  the 
corporation  calculated  as  if  it  had  not  elected  subchapter  S  status). 
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its  meeting  certain  specified  requirements.  These  requirements 
relate  to  the  entity's  assets  being  comprised  substantially  of  real 
estate  assets  and  the  entity's  income  being,  in  substantial  part,  re- 
alized from  certain  real  estate  and  real  estate  related  sources. 

The  ability  of  a  REIT  to  engage  in  regular  business  activities  is 
limited  by  several  different  requirements.  First,  is  the  requirement 
that  any  services  provided  in  connection  with  the  rental  of  real 
property  must  be  rendered  through  an  independent  contractor  in 
order  for  the  rent  to  qualify  toward  the  REIT's  income  require- 
ment. Second,  is  the  imposition  of  a  100  percent  tax  on  gains  from 
the  sale  of  property  held  for  sale  to  customers  in  the  ordinary 
course  of  trade  or  business  (other  than  foreclosure  property).  Third, 
is  the  requirement  that  income  from  the  sale  or  other  disposition  of 
stock  or  securities  held  for  less  than  1  year,  or  real  property  held 
less  than  4  years,  must  account  for  less  than  30  percent  of  the 
REIT's  income.  In  addition,  income  is  not  treated  as  being  derived 
from  qualified  sources  if  its  permits  the  corporation  directly  or  in- 
directly to  engage  in  an  active  business. 

If  a  corporation  meets  these  requirements  and  elects  to  be  treat- 
ed as  a  REIT,  it  generally  is  subject  to  the  regular  corporate  tax, 
but  receives  a  deduction  for  dividends  paid  provided  that  the 
amount  of  its  dividends  paid  is  not  less  than  an  amount  generally 
equal  to  95  percent  of  its  ordinary  income.  These  dividends  must  be 
paid  within  a  short  period  following  the  close  of  the  REIT's  taxable 
year  and  generally  are  includible  as  ordinary  income  to  the  share- 
holders. ^  ^ 

A  REIT  that  realizes  capital  gain  income  may  be  subject  to  tax 
at  the  corporate  level  at  capital  gains  rates.  If,  however,  the  REIT 
pays  dividends  out  of  such  capital  gains,  the  dividends  are  deducti- 
ble by  the  REIT  in  computing  its  tax  on  capital  gains  and  are  tax- 
able as  capital  gains  to  the  recipient  shareholders. 

Regulated  investment  companies 

Conduit  treatment  similar  to  that  granted  to  REITs  also  is  pro- 
vided to  regulated  investment  companies  ("RICs").  In  general,  a 
RIC  is  an  electing  domestic  corporation  that  either  meets,  or  is  ex- 
cepted from,  certain  registration  requirements  under  the  Invest- 
ment Company  Act  of  1940  (15  U.S.C.  80),  that  derives  at  least  90 
percent  of  its  ordinary  income  from  specified  sources  commonly 
considered  passive  investment  income,  that  has  a  portfolio  of  in- 
vestments that  meet  certain  diversification  requirements,  that  dis- 
tributes at  least  90  percent  of  its  income  to  its  shareholders  annu- 
ally, and  that  also  meets  certain  other  requirements. 

The  ability  of  a  RIC  to  engage  in  an  active  business  is  limited  by 
several  of  these  requirements.  First,  the  requirement  of  registra- 
tion under  the  Investment  Company  Act  of  1940  limits  the  activi- 
ties that  the  RIC  may  engage  in.  Second,  the  requirement  that 
most  of  the  RIC's  assets  must  be  and  most  of  its  income  must  be 
derived  from  stock  or  securities  assures  that  the  RIC  cannot  engage 
in  any  business  activities  unrelated  to  investing  in  stock  or  securi- 


' '  A  deficiency  dividend  procedure  was  added  to  the  REIT  provisions  as  part  of  the  Tax 
Reform  Act  of  1976  so  that  a  REIT,  acting  in  good  faith  but  failing  to  satisfy  the  distribution 
requirement,  could  avoid  disqualification. 
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ties.  This  assurance  is  bolstered  by  certain  diversification  require- 
ments, which  generally  prevent  RICs  from  exercising  managerial 
authority  as  a  result  of  substantial  stock  ownership.  In  addition, 
the  ability  of  a  RIC  to  actively  engage  in  the  business  of  trading 
securities  is  limited  by  the  requirement  that  less  than  30  percent  of 
the  gross  income  of  the  RIC  may  be  derived  from  gain  on  the  sale 
or  other  disposition  of  stock  or  securities  held  for  less  than  three 
months. 

A  RIC,  like  a  REIT,  generally  is  subject  to  the  regular  corporate 
tax,  but  receives  a  deduction  for  dividends  paid  to  its  shareholders. 
Rules  similar  to  those  applicable  for  REITs  apply  to  distributions  of 
capital  gain  dividends,  and  distributions  of  deficiency  dividends. 

Cooperatives 

Certain  corporations  are  eligible  to  be  treated  as  cooperatives 
and  taxed  under  the  special  rules  of  subchapter  T  of  the  Code.  In 
general,  the  subchapter  T  rules  apply  to  any  corporation  operating 
on  a  cooperative  basis  (except  mutual  savings  banks,  insurance 
companies,  most  tax-exempt  organizations,  and  certain  utilities). 

For  Federal  income  tax  purposes,  a  cooperative  generally  com- 
putes its  income  as  if  it  were  a  taxable  corporation,  with  one  im- 
portant exception — the  cooperative  may  compute  its  taxable 
income  without  regard  to  amounts  paid  to  its  patrons  as  patronage 
dividends.  In  general,  patronage  dividends  are  amounts  that  are  re- 
bated to  its  patrons  pursuant  to  a  preexisting  obligation  of  the  co- 
operative to  do  so.  The  rebate  must  be  made  in  some  equitable 
fashion  on  the  basis  of  the  quantity  or  value  of  business  done  with 
the  cooperative.  This  rebate  may  be  in  a  number  of  different  forms. 

In  general,  a  cooperative  is  permitted  to  compute  its  taxable 
income  without  regard  to  patronage  dividends  only  to  the  extent  of 
net  income  derived  from  transactions  with  its  members.  Thus,  co- 
operatives generally  are  subject  to  corporate  tax  on  profits  derived 
from  transactions  with  nonmembers.  ^  ^ 

Members  of  the  cooperatives  who  receive  patronage  dividends 
must  treat  the  dividends  as  income,  reduction  of  basis,  or  some 
other  treatment  that  is  appropriately  related  to  the  type  of  trans- 
action that  gave  rise  to  the  dividend.  For  example,  where  the  coop- 
erative markets  a  product  for  one  of  its  members,  patronage  divi- 
dends attributable  to  the  marketing  are  treated  like  additional  pro- 
ceeds from  the  sale  of  the  product  and  are  includible  in  the  recipi- 
ent's income.  Where  the  cooperative  purchases  equipment  for  its 
members,  patronage  dividends  attributable  to  equipment  purchases 
are  treated  as  a  reduction  in  the  recipient's  basis  in  the  purchased 
equipment  (provided  the  recipient  still  owns  the  equipment). 

Cooperative  housing  corporations 

Under  present  law,  a  tenant-stockholder  in  a  cooperative  housing 
corporation  is  entitled  to  deduct  amounts  paid  or  accrued  by  the 
cooperative  to  the  extent  that  such  amounts  represent  the  taxpay- 
er's proportionate  share  of  (1)  real  estate  taxes  allowable  as  a  de- 


•2  In  addition,  if  an  entity  qualifies  as  a  tax-exempt  farmers'  cooperative  under  section  521(b) 
of  the  Code,  it  generally  may  deduct  patronage  dividends  to  the  full  extent  of  its  net  income  and 
also  may  deduct,  to  a  limited  extent,  dividends  on  its  common  stock. 
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duction  to  the  cooperative  which  are  paid  or  incurred  by  the  coop- 
erative with  respect  to  the  cooperative's  land  or  buildings,  and  (2) 
interest  allowable  as  a  deduction  to  the  cooperative,  that  is  paid  or 
incurred  by  the  cooperative  with  respect  to  indebtedness  contracted 
in  the  acquisition  of  the  cooperative's  land  or  in  the  acquisition, 
construction,  rehabilitation,  etc.  of  the  the  cooperative's  buildings. 
In  general,  a  cooperative  housing  corporation  is  a  corporation  (1) 
that  has  one  class  of  stock,  (2)  each  of  the  stockholders  of  which  is 
entitled  solely  by  reason  of  ownership  of  stock,  to  occupy  a  dwelling 
owned  or  leased  by  the  cooperative,  (3)  no  stockholder  of  which  is 
entitled  to  receive  any  distribution  not  out  of  earnings  and  profits 
of  the  cooperative,  except  on  complete  or  partial  liquidation  of  the 
cooperative,  and  (4)  80  percent  of  more  of  the  gross  income  for  the 
taxable  year  of  which  is  derived  from  tenant  stockholders.  A 
tenant-stockholder  generally  is  an  individual  owning  fully  paid  up 
stock  in  the  cooperative  corporation,  the  purchase  price  of  which 
bears  a  reasonable  relationship  to  the  value  of  the  cooperative's 
equity  in  its  land  and  buildings  that  is  attributable  to  the  dwelling 
unit  that  the  individual  is  entitled  to  occupy. 

Analysis 

In  general 

When  a  legal  entity  (e.g.,  a  corporation,  partnership,  or  trust) 
holds  property  or  otherwise  engages  in  an  activity  that  gives  rise  to 
tax  consequences  (i.e,  income,  deductions,  or  credits),  a  question 
arises  as  to  the  appropriate  taxpayer  or  taxpayers  to  which  such 
tax  consequences  should  be  attributed.  It  generally  is  agreed  that 
attribution  to  some  taxpayer  must  be  made  in  the  year  in  which 
such  consequences  arise  in  order  to  avoid  creating  serious  distor- 
tions and  disparities  within  the  income  tax  system.  If,  for  example, 
the  income  of  an  entity  were  treated  as  currently  taxable  neither 
to  the  entity  as  a  separate  taxpayer,  nor  to  any  owners  of  the 
entity,  then  taxpayers  who  earned  income  through  the  use  of  enti- 
ties would  benefit  from  a  deferral  of  tax  liability  that  is  not  avail- 
able when  one  earns  income  without  using  an  entity.  ^^ 

The  critical  issue,  therefore,  is  whether  income  tax  should  be  im- 
posed on,  or  other  tax  consequences  recognized  by,  the  entity  as 
well  as  the  owners  of  the  entity,  or  simply  the  owners  in  proportion 
to  their  ownership  interests.  A  number  of  different  factors  may  be 
viewed  as  relevant  to  this  determination. 

Grounds  for  treating  an  entitg  as  a  separate  taxable  unit 

The  issue  of  whether  or  not  an  entity  should  be  treated  as  a  sep- 
arate taxable  unit  may  turn  in  large  part  on  the  relationship  be- 
tween the  entity  and  its  owners.  In  particular,  to  the  extent  that 
an  entity  is  viewed  as  acting  separately  from  its  owners,  rather 
than  merely  as  their  agent  or  alter  ego,  an  argument  can  be  made 
that  it  should  be  treated  as  a  separate  taxable  unit. 


'•■'  This  result  would  be  little  different  substantively  from  treating  entities,  in  effect,  as  "bank 
accounts"  with  respect  to  which  earnings  on  deposits  were  not  taxable  until  withdrawal.  Such  a 
result  arguably  would  be  appropriate  under  a  consumption  tax,  but  is  inconsistent  with  the 
notion  of  an  income  tax,  which  generally  is  designed  (except  with  regard  to  preferences,  which 
generally  are  focused  to  meet  specific  policy  goals)  to  tax  income  when  earned,  not  when  spent. 


tr\     QQ^     r\ 
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There  are  several  reasons  why  it  may  be  appropriate  to  impose 
separate  taxable  status  on  an  entity  that  is  acting  separately  from 
its  owners,  rather  than  merely  as  their  agent  or  alter  ego.  Separate 
action  by  the  entity  suggests  that  it,  rather  than  the  owners,  is  the 
party  that  actually  is  earning  the  income  in  a  realistic  and  sub- 
stantial economic  sense.  To  the  extent  of  such  separate  action, 
owners  may  not  have  full  control  either  over  the  process  of  earning 
the  income,  or  over  the  use  and  disposition  of  amounts  earned  that 
the  entity  retains. 

Several  other  considerations  also  are  relevant  to  the  determina- 
tion of  whether  an  entity  should  be  treated  as  a  separate  taxable 
unit.  These  considerations  include  whether  the  liability  of  owners 
with  respect  to  debts  incurred  by  the  entity  is  limited,  certain  tax 
shelter  and  administrative  issues,  and  concern  for  neutrality  of  tax 
treatment  as  between  entities  having  similar  characteristics. 

Certain  factors  identified  by  applicable  case  law  and  regula- 
tions 

Certain  factors  identified  as  relevant  by  applicable  case  law  or 
regulations  have  a  direct  bearing  on  whether  an  entity  is  acting 
separately  from  its  owners,  or  as  their  agent  or  alter  ego.  For  ex- 
ample, each  of  the  four  factors  relied  upon  by  Treasury  regulations 
to  determine  whether  an  entity  is  taxed  as  a  corporation  or  as  a 
partnership  is  relevant  to  this  issue.  ^  '^ 

The  existence  of  either  continuity  of  life  or  free  transferability  of 
interests  suggest  that  an  entity  has  legal  significance  substantially 
separate  from  the  interest  of  a  particular  owner.  For  example, 
when  an  entity  has  these  two  characteristics,  amounts  earned 
while  one  is  an  owner  may  never  be  distributed  to  such  owner,  and 
amounts  distributed  to  an  owner  may  not  have  been  earned  during 
his  period  of  ownership.  Thus,  if  these  two  characteristics  are 
present,  it  can  be  argued  that  taxing  the  entity  is  appropriate. 
More  generally,  such  continuity  and  transferability  suggest  that 
the  entity  is  not  wholly  dependent  for  its  existence  on  the  continu- 
ing involvement  of  current  owners,  and  may  continue  to  exist  even 
if  any  of  such  owners  cease  to  possess  ownership  interests. 

The  existence  of  centralization  of  management  suggests  that 
owners  of  an  entity  may  not,  at  least  by  reason  of  their  ownership 
interests,  guide  the  activities  of  the  entity  on  a  regular  and  contin- 
uous basis.  The  presence  of  centralized  management  suggests  at 
least  some  separation  between  the  activities  of  the  entity  and  those 
of  owners,  even  though  the  management  may  be  viewed,  in  some 
respects,  as  the  agent  of  owners.  In  particular,  it  can  be  argued 
that  an  owner  who  is  not  involved  in  managing  the  entity  is  not 
properly  viewed,  in  a  realistic  and  substantial  economic  sense,  as 
the  party  responsible  for  earning  the  income  of  the  entity. 

For  several  reasons,  the  fact  that  owners  have  only  limited  liabil- 
ity with  respect  to  an  entity  suggests  that  the  entity  should  be 
treated  as  a  separate  taxpayer.  To  begin  with,  limited  liability  es- 
tablishes a  potentially  substantial  economic  distinction  between 
owners   and   the   entity   itself.    Limited   liability   may   lessen   the 


■*  See  Treas.  Reg.  sees.  301.7701-2  and  -3,  supra. 
'*  Footnote  deleted. 
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degree  to  which  the  economic  resources  of  the  owners  themselves, 
rather  than  solely  those  of  the  entity,  are  critical  to  the  conduct  of 
the  business.  In  addition,  when  the  liability  of  owners  Ls  limited, 
the  owners  may  never  have  to  bear  losses  incurred  by  the  entity  in 
excess  of  the  entity's  capital  resources.  Accordingly,  in  such  a  cir- 
cumstance, it  may  be  inappropriate  to  view  losses  of  the  entity  as 
realized  by  owners. 

Administrative  advantages  of  imposing  taxation  at  the  entitg 
level 

At  least  in  certain  circumstances,  imposing  taxation  at  the  entity 
level  also  may  permit  the  avoidance  of  substantial  audit  and  ad- 
ministrative difficulties.  When  an  entity  is  treated  as  a  separate 
taxpayer,  only  a  single  tax  return  generally  need  be  considered  in 
determining  the  tax  consequences  of  the  entity's  activities.  By  con- 
trast, when  taxation  is  levied  at  the  owner  rather  than  the  entity 
level,  any  adjustment  in  the  income  or  loss  derived  from  the  enti- 
ty's activities  necessitates  a  corresponding  adjustment  for  each 
owner.  This  may  require  that  the  statute  of  limitations  for  a  large 
number  of  returns  be  held  open,  and  may  necessitate  multiple  col- 
lection actions.  Where  the  adjustment  occurs  years  after  the  fact, 
transfers  of  ownership  interests  or  changes  in  the  circumstances  of 
individual  owners  may  impede  collection  of  additional  taxes  that 
are  due. 

Administrative  complexity  also  may  result  for  a  pass-through 
entity  and  its  owners  when  interests  are  transferred  for  a  price  re- 
flecting unrealized  appreciation  or  depreciation  in  the  entity's 
assets.  In  such  a  case,  complex  adjustments  may  be  necessary,  for 
example,  to  conform  the  entity's  "inside"  asset  bases  with  the  new 
interest-holder's  "outside"  basis  in  his  or  her  interest  in  the  entity. 

Tax  shelter  issues 

The  treatment  of  an  entity  as  a  separate  taxpayer  also  may  be 
relevant  to  certain  tax  shelter  issues.  In  general,  a  tax  shelter  is  an 
investment  in  which  a  significant  portion  of  the  investor's  return  is 
derived  from  the  realization  of  tax  savings  with  respect  to  other 
income.  ^^  Accordingly,  the  extent  to  which  a  tax  shelter  results  in 
tax  avoidance  by  investors  may  depend  upon  imposing  taxation  at 
the  owner  level,  so  that  deductions  and  credits  from  the  tax  shelter 
entity  can  be  used  to  offset  other  sources  of  income.^'  Thus,  to  the 
extent  that  certain  types  of  tax  shelter  arrangements  are  viewed  as 
abusive  or  undesirable,  one  way  to  limit  their  effect  in  reducing 
taxation  of  other  income  may  be  to  treat  entities  that  generate  tax 
shelter  benefits  as  separate  taxpayers. 


""'  In  addition,  a  tax  shelter  may  involve  the  receipt  of  tax-favored  (or,  potentially,  tax-exempt) 
income  from  the  investment  itself.  See  Joint  Committee  on  Taxation,  Tax  Reform  Proposals:  Tux 
Shelters  and  Minimum  Tax  iJCS-M-Hr,),  August  7,  198.''),  at  p.  2. 

' '  Even  to  the  extent  that  entities  are  treated  as  separate  taxpayers,  individuals  may  be  able 
to  engage  in  tax  sheltering  by  investing  directly  in  tax  shelter  activities,  rather  than  through  an 
entity.  In  many  cases,  however,  individuals  may  have  business  reasons  for  conducting  such  ac- 
tivities in  entity  form  (e.g.,  to  benefit  from  limited  liability,  or  to  facilitate  transferability  of  in- 
terests). 
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Neutrality  of  the  tax  system  as  between  similar  forms  of  busi- 
ness oryanization 

A  further  reason  for  treating  entities  as  separate  taxpayers  re- 
lates to  the  goal  of  advancing  the  neutrality  of  the  tax  system  in 
its  treatment  of  substantially  similar  forms  of  business  enterprise. 
Such  treatment  may  be  viewed  as  appropriate  both  as  a  matter  of 
fairness,  and  to  allow  taxpayers  to  choose  the  form  in  which  they 
prefer  to  conduct  business  without  being  unduly  swayed  by  tax  con- 
siderations. 

This  rationale  does  not  suggest  that  it  is  necessary  to  reach  the 
same  answer  regarding  separate  taxability  in  the  case  of  all  enti- 
ties (i.e.,  treat  either  all  or  none  as  separate  taxpayers).  For  exam- 
ple, as  between  a  large  publicly  traded  C  corporation  on  the  one 
hand,  and  a  small  general  partnership  on  the  other,  any  differ- 
ences in  tax  treatment  are  relatively  unlikely  to  be  determinative 
in  light  of  all  the  nontax  differences  that  may  influence  the  choice 
of  legal  form. 

In  the  case  of  entities  that  have  greater  similarity,  however,  the 
concern  that  disparate  tax  treatment  will  create  competitive  in- 
equalities, and  unduly  influence  taxpayers'  choice  of  legal  form,  is 
more  significant.  For  example,  it  can  be  argued  that  limited  part- 
nerships (especially  large  limited  partnerships)  should  be  treated  as 
separate  taxable  entities  in  light  of  the  fact  that  corporations, 
which  may  share  with  such  partnerships  the  attributes  of  limited 
liability  and  centralized  management,  generally  are  so  treated. 

As  discussed  above,  present  law  regarding  classification  of  enti- 
ties as  partnerships  (including  limited  partnerships),  as  opposed  to 
corporations,  has  been  criticized  as  unrealistic.  Several  proposals 
have  been  made  for  changing  present  law  regarding  classification 
of  limited  partnerships  in  particular. 

The  1984  ALI  Subchapter  K  Project  ^^  proposes  that  any  publicly 
traded  limited  partnership  be  subject  to  tax  as  a  corporation.  Simi- 
larly, a  1983  Senate  Finance  Committee  Staff  Report  ^^,  concerning 
recommendations  for  taxation  of  corporations,  also  included  a  rec- 
ommendation that  publicly  traded  limited  partnerships  be  taxed  as 
corporations.  ^°  These  proposals  reflect  the  fact  that  publicly  traded 
limited  partnerships  arguably  have  free  transferability  of  interests 
(since  interests  are  often  tradeable  on  a  recognized  securities  ex- 
change), limited  liability  for  limited  partners  (as  do  all  limited 
partnerships),  centralized  management  (because,  on  an  empirical 
basis,  management  must  be  centralized  where  the  owners  are  so 
numerous),  and  continuity  of  life  (because,  despite  the  present  law 
criteria  on  this  issue,  the  ability  to  continue  the  partnership  by 
vote  of  the  members  following  a  change  in  the  general  partner 
gives  rise  to  de  facto  continuity,  just  as  shareholders  of  corpora- 
tions can  re-elect  board  members  or  cause  management  changes). 


'*  American  Law  Institute,  Federal  Income  Tax  Project — Subchapter  K  (1984),  at  392. 

'  ®  Senate  Committee  on  Finance,  Preliminary  Report  on  the  Reform  of  Subchapter  C  (October 
1983). 

2°  The  final  report  prepared  by  the  Seriate  Finance  Ck)mmittee  Staff  contains  no  such  recom- 
mendation because  of  the  fact  that  at  the  time  the  final  report  was  published,  the  1984  Treasury 
report  had  recently  published  its  broader  35-limited-partner  proposal,  and  the  Staff  determined 
that  it  would  not  approach  the  issue  in  a  piecemeal  manner.  Senate  Committee  on  Finance,  The 
Subchapter  C  Revision  Act  of  1985:  A  Final  Report  Prepared  by  the  Staff  (May  1985)  at  72. 


17 

The  1984  Treasury  report  ^^  proposed  to  tax  limited  partnerships 
with  more  35  limited  partners  as  corporations.  A  look-through  rule 
would  have  been  applied  under  the  proposal  to  the  owners  of  enti- 
ties, such  as  corporations,  holding  limited  partnership  interests,  in 
determining  whether  the  35-limited-partner  threshold  had  been 
reached.  This  proposal  was  not  included  in  the  subsequent  Admin- 
istration proposal  ^^.  The  proposal  has  been  criticized  as  easily  cir- 
cumvented, because  a  small  group  of  very  wealthy  individuals,  for 
example,  could  still  invest  in  a  limited  partnership  with  less  that 
35  limited  partners  and  the  partnership  could  still  pass  through 
tax  attributes  to  them.  Alternatively,  multiple  partnerships  might 
be  established  to  keep  the  investors  in  each  one  below  35.^3  The 
proposal  would,  however,  provide  parity  in  the  availability  of  pass- 
through  treatment  to  S  corporations  and  limited  partnerships,  both 
of  which  (if  the  proposal  were  adopted)  generally  would  be  permit- 
ted a  maximum  of  35  owners  and  would  provide  limited  liability 
for  owners.  Such  parity,  it  could  be  argued,  serves  the  goal  of  tax 
neutrality  in  business  choices,  such  as  the  choice  of  form  of  busi- 
ness entity.  On  the  other  hand,  it  may  be  argued  that  the  similari- 
ties which  would  be  achieved  by  this  rule  are  not  essential  to  tax 
neutrality  but  merely  to  the  appearance  of  neutrality. 

Grounds  for  not  treating  an  entity  as  a  separate  taxable  unit 

In  the  absence  of  the  factors  noted  above,  it  may  be  viewed  as 
inappropriate  to  treat  an  entity  as  a  separate  taxable  unit.  For  ex- 
ample, to  the  extent  that  the  entity  is  merely  an  agent  or  alter  ego 
of  the  owner,  it  may  be  argued  that  the  owner  truly  earns  any 
income  nominally  earned  by  the  entity,  and  that  the  owner,  con- 
trols both  the  process  of  earning  it  and  the  income  itself.  Similarly, 
when  an  entity  has  relatively  few  owners,  the  audit  and  adminis- 
trative difficulties  of  imposing  taxation  on  the  owner  level  are  rela- 
tively manageable. 

There  also  are  certain  additional  considerations  that  may  be 
viewed  as  supporting  the  conclusion  that  entities  should  not  be 
treated  as  separate  taxpayers.  These  considerations  include  the 
issue  of  whether  an  entity  should  be  recognized  as  a  separate  tax- 
payer when  it  does  not  conduct  a  trade  or  business,  and  the  ques- 
tion of  whether  income  should  be  taxed  both  at  the  entity  level 
when  earned  and  at  the  owner  level  when  distributed. 

Conduct  of  an  active  trade  or  business 

The  fact  that  an  entity  is  conducting  an  active  trade  or  business 
may  be  viewed  as  relevant  to  whether  it  should  be  treated  as  a  sep- 
arate taxpayer.  While  the  presence  of  a  trade  or  business  is  not  de- 
terminative (since  both  corporations  and  partnerships  commonly 
are  engaged  in  business),  the  absence  of  a  trade  or  business  may 
suggest  that  the  entity  should  not  be  treated  as  separate. 


2  1  Department  of  the  Treasury,  Tax  Reform  for  Fairness.  Simplicity,  and  Economic  Growth 
(November  1984). 

22  The  President's  Tax  Proposals  to  the  Congress  for  Fairness.  Growth,  and  Simplicity  (May 
1985). 

23  Keyser,  "Publicly  Traded  Limited  Partnerships:  The  Treasury  fights  the  Wrong  War,"  Tax 
Notes,  April  29,  1985. 
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For  example,  no  separate  entity  level  tax  is  imposed  on  RICs  and 
REITs,  which  generally  are  passive  recipients  of  income  that  con- 
duct only  limited  business  activities.  As  long  as  such  entities  are 
not  permitted  to  engage  in  an  active  trade  or  business,  conduit 
treatment  accorded  to  such  entities  cannot  result  in  such  entities 
having  a  competitive  advantage  over  other  entities  which  do 
engage  in  active  trades  or  businesses.  ^^^  In  addition,  no  separate 
entity  level  tax  is  imposed  on  liquidating  trusts  and  fixed  invest- 
ment trusts.  In  the  case  of  either  type  of  trust,  the  entity  is  treated 
as  not  being  engaged  in  any  trade  or  business,  since  the  purpose  of 
either  is  only  to  receive  income  from  its  properties,  without  con- 
ducting or  continuing  any  business.  Questions  may  be  raised,  how- 
ever, whether  it  is  appropriate  to  consider  the  extent  of  the  activi- 
ties of  either  a  fixed  investment  trust  or  a  liquidating  trust  in  de- 
ciding whether  the  imposition  of  an  entity  level  tax  is  appropriate. 
Some  may  suggest  that  it  is  appropriate  not  to  impose  the  entity 
level  tax  on  such  trusts  only  if  no  substantial  activities  are  con- 
ducted,^^ but  that  an  entity  level  tax  should  be  imposed  if  the  trust 
does  undertake  substantial  business  related  activities  over  a  pro- 
longed length  of  time.  2^ 

In  general,  one  of  the  principal  reasons  for  recognizing  entities 
as  having  separate  legal  existence  (i.e.,  for  nontax  purposes)  is  to 
assist  taxpayers  in  conducting  business  in  the  form  most  conven- 
ient to  themselves.  For  example,  the  selection  of  corporate  or  part- 
nership form  permits  taxpayers  to  make  use  of  established  legal 
standards  regarding  such  issues  as  management  rights,  distribution 
of  profits,  liability,  and  treatment  of  an  individual  who  wishes  to 
terminate  his  ownership  interest. 

In  the  absence  of  a  trade  or  business  that  is  being  conducted  by 
the  entity,  a  concern  arises  in  the  tax  context  that  the  entity  may 
be  used  for  tax  avoidance  purposes.  For  example,  individuals  may 
seek  in  some  circumstances  to  avoid  or  defer  tax  liability  with  re- 
spect to  portfolio  income  (e.g.,  interest  and  dividends)  by  transfer- 
ring the  assets  that  produce  such  income  to  an  entity.  One  way  in 
which  the  tax  law  seeks  to  limit  this  avoidance  technique  is  to 
treat  certain  entities  that  are  not  involved  in  the  conduct  of  a 
trade  or  business  as  grantor  trusts,  the  income  of  which  is  taxed  to 
owners  rather  than  to  the  entity.  ^'^ 

Integrating  taxation  at  the  entity  and  the  owner  levels 

An  additional  ground  that  may  be  relied  upon  for  arguing 
against  taxation  at  the  entity  level  relates  to  the  fact  that,  if  the 
entity  is  treated  as  a  separate  taxpayer,  its  income  may,  in  effect, 
be  taxed  a  second  time  upon  distribution  to  shareholders.  To  the 


^^  See  Sections.  511-514,  which  imposes  a  tax  on  income  of  an  otherwise  exempt  organization 
derived  from  a  trade  or  business  that  is  not  related  to  its  exempt  purpose.  The  stated  purpose  of 
imposing  a  tax  on  such  income  is  to  prevent  tax  exempt  entities  from  having  a  competitive  ad- 
vantage over  taxable  entities. 

^^  For  example   if  the  trust's  activities  are  limited  to  receiving  interest  and  dividend  income. 

-^  For  example,  if  the  trust  conducts  extraction,  sales  and  delivery  activities  over  a  lengthy 
period  in  connection  with  the  exploitation  of  natural  resource  assets. 

'•'^  Even  when  the  entity  that  is  deriving  nonbusiness  income  clearly  constitutes  a  separately 
taxable  corporation  for  tax  purposes,  certain  provisions  in  the  Internal  Revenue  Code  are  de- 
signed to  address  undue  avoidance  or  deferral  of  taxation  with  respect  to  such  income.  Both  the 
accun-.silated  earnings  tax  (sees.  531  et  seq.)  and  the  personal  holding  company  tax  (sees.  541  et 
seq.),  while  imposed  at  the  corporate  level,  are  designed  to  address  this  concern. 
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extent  that  this  is  viewed  as  inappropriate,  imposing  taxation  at 
the  shareholder  rather  than  the  entity  level  provides  a  convenient 
means  of  ensuring  that  no  such  "double  taxation"  will  occur. 

While  it  may  be  feasible  to  integrate  taxation  on  distributed 
earnings  even  if  the  entity  is  treated  as  a  separate  taxable  unit, 
the  means  of  doing  so  may  involve  either  complexity,  or  the  possi- 
bility of  manipulation  or  anomalous  results.  For  example,  exclud- 
ing dividends  from  the  taxable  income  of  recipients  may  create  in- 
centives for  taxpayers  to  invest  in  the  form  of  equity  rather  than 
debt.  Allowing  a  dividends  paid  deduction  may  involve  some  com- 
plexity if  it  were  desired  to  deny  relief  to  foreign  or  tax-exempt  en- 
tities. Shareholder  credits  (reducing  the  tax  on  dividends  received 
to  reflect  taxes  paid  at  the  entity  level)  may  require  additional  ac- 
counting. In  all  of  these  cases,  questions  may  arise  regarding  the 
treatment  at  the  owner  level  with  respect  to  tax  preferences  real- 
ized by  the  entity  (e.g.,  for  purposes  of  the  minimum  tax).  It  can  be 
argued  that  imposing  tax  at  the  owner  rather  than  the  entity  level 
is  more  feasible,  at  least  under  certain  circumstances,  than  adopt- 
ing any  of  these  approaches. 


II.  SUMMARY  OF  THE  BILLS 
1.  H.R.  1658— Messrs.  Guarini,  Stark,  and  Frenzel 
Tax  Treatment  of  Business  Development  Companies 
Present  law 

Under  present  law,  a  business  development  company  may  not 
qualify  as  a  regulated  investment  company  unless  it  registers  with 
the  S.E.C  under  the  Investment  Company  Act  of  1940,  or  is  exempt 
from  such  registration  requirement. 

H.R.  1658 

Under  H.R.  1658,  a  "business  development  company"  would  be 
permitted  to  qualify  as  a  regulated  investment  company  and  re- 
ceive conduit  treatment,  without  registration  under  the  Investment 
Company  Act  of  1940.  A  business  development  company  under  the 
bill,  generally  is  a  company  that  qualifies  as  a  business  develop- 
ment company  under  the  Investment  Company  Act  of  1940. 

The  bill  would  be  effective  for  taxable  years  beginning  on  or 
after  October  21,  1980. 

2.  H.R.  2571— -Messrs.  Vander  Jagt,  Stark,  Matsui,  and  Archer 

Tax  Treatment  of  Real  Estate  Investment  Trusts 

Present  law 

Under  present  law,  a  REIT  must  compute  its  earnings  and  prof- 
its using  straight  line  depreciation,  over  a  period  of  time  longer 
than  the  recovery  period  for  computing  taxable  income.  REITs  are 
subjct  to  the  corporate  minimum  tax  under  present  law. 

REITs  are  required  to  perform  services  provided  in  connection 
with  the  rental  of  property  through  an  independent  contractor 
under  present  law.  Present  law  provides  a  safe  harbor  from  the 
prohibited  transactions  rule  for  REITs. 

The  amount  of  capital  gains  dividends  that  a  REIT  may  pay  in  a 
taxable  year  is  equal  to  the  REIT's  net  capital  gain  reduced  by  the 
amount  of  any  net  operating  loss  of  the  REIT.  REITs  are  required 
to  file  notices  of  their  capital  gains  dividends  within  30  days  of  the 
end  of  the  taxable  year. 

REITs  may  not  be  closely  held  under  present  law.  In  addition, 
REITs  generally  may  not  hold  assets  in  wholly  owned  subsidiaries 
under  present  law. 

A  REIT's  distribution  requirement  under  present  law  is  based  on 
its  taxable  income  without  regard  to  whether  the  REIT  has  re- 
ceived any  cash. 

REITs  are  subject  to  an  excise  tax  on  certain  distributions  made 
after  year  end,  and  to  certain  penalties  on  deficiency  dividends. 
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H.R.  2571 

Under  H.R.  2571,  several  modifications  would  be  made  to  the  tax- 
ation of  real  estate  investment  trusts  and  their  shareholders. 

Under  the  bill,  a  REIT  could  elect  to  use  the  same  amount  of  de- 
preciation used  in  computing  its  taxable  income  for  the  purpose  of 
computing  its  earnings  and  profits.  REITs  also  would  not  be  subject 
to  the  corporate  minimum  tax. 

The  bill  would  eliminate  the  requirement  that  services  must  be 
provided  through  an  independent  contractor  for  properties  in 
which  the  REIT  has  less  than  a  20  percent  interest.  The  bill  also 
would  expand  the  safe  harbor  under  which  sales  are  not  treated  as 
prohibited  transactions. 

Under  the  bill,  the  amount  of  capital  gains  dividends  that  a 
REIT  would  be  permitted  to  pay  would  be  limited  to  the  amount  of 
its  net  capital  gain  for  the  year,  without  reduction  for  the  amount 
of  any  net  operating  loss  carryovers,  and  the  time  for  filing  capital 
gains  notices  would  be  extended  to  45  days. 

Under  the  bill,  a  REIT  would  be  permitted  to  be  closely  held  in 
its  first  year  as  a  REIT,  and  attribution  of  ownership  of  stock  from 
partners  would  be  ignored  in  determining  whether  a  REIT  is  close- 
ly held  thereafter.  REITs  would  be  permitted  to  hold  assets  in 
wholly  owned  subsidiaries  under  the  bill. 

The  bill  would  reduce  the  amount  that  a  REIT  is  required  to  dis- 
tribute by  the  amount  of  income  that  a  REIT  is  required  to  recog- 
nize from  certain  loans,  leases,  and  exchanges  without  receiving 
cash. 

The  bill  would  eliminate  the  excise  tax  on  certain  dividends  paid 
after  the  close  of  the  taxable  year,  and  also  would  eliminate  certain 
penalties  applicable  to  the  distribution  of  deficiency  dividends. 

The  bill  would  be  effective  as  of  the  date  of  enactment. 

3.  H.R.  3397— Mr.  Flippo,  Mrs.  Kennelly,  Messrs.  McGrath,  Heftel, 
Anthony,  Campbell,  Daub,  Crane,  Schulze,  Matsui,  Thomas  of 
California,  and  Vander  Jagt 

Tax  Treatment  of  Regulated  Investment  Companies 

H.R.  3397  would  make  certain  modifications  to  the  treatment  of 
regulated  investment  companies  ("RICs"). 

Under  the  bill,  the  limitation  on  the  amount  of  gains  that  a  a 
RIC  may  realize  from  the  sale  of  stock  or  securities  held  for  less 
than  three  months  would  be  eliminated. 

The  bill  also  would  clarify  the  assets  that  a  RIC  is  permitted  to 
invest  in  and  would  include  foreign  currency  in  certain  circum- 
stances. 

The  bill  also  would  clarify  the  treatment  of  so-called  "series 
funds,"  and  also  would  modify  certain  reporting  and  compliance 
provisions. 


4.  H.R.  4448 — Messrs.  Pickle,  Vander  Jagt,  and  Duncan 
Tax  Treatment  of  Entities  Owning  Real  Estate  Mortgage  Loans 
Present  law 

Under  present  law,  income  producing  assets,  such  as  home  mort- 
gages, may  be  owned  directly  by  individuals,  or  may  be  owned  indi- 
rectly by  means  of  ownership  in  a  corporation  or  beneficial  interest 
in  a  trust  that  holds  such  assets.  If  such  obligations  are  held  by  a 
corporation  or  as  an  association  taxable  as  a  corporation,  income 
tax  may  be  imposed  at  both  the  corporate  and  individual  levels  on 
the  income  generated  by  such  assets. 

Under  present  law,  the  grantor  of  a  "grantor  trust"  is  treated  as 
the  owner  of  the  assets  held  by  the  trust.  Under  Treasury  regula- 
tions, a  trust  that  has  more  that  one  class  of  interests  (e.g.,  if  cer- 
tain beneficiaries  receive  distributions  of  principal  before  ther 
beneficiaries)  is  treated  as  an  association  taxable  as  a  corporation, 
and  not  as  a  grantor  trust. 

The  application  of  the  present  law  rules  relating  to  the  treat- 
ment of  original  issue  discount  and  market  discount  with  respect  to 
debt  obligations  that  are  prepaid  is  somewhat  uncertain. 

H.R.  4448 

H.R.  4448  would  provide  rules  under  which  an  entity  that  holds 
debt  obligations,  generally  limited  to  mortgages  on  real  property, 
could  issue  interests  that  entitle  holders  to  receive  specified  cash 
flows  generated  by  the  mortgages,  without  the  imposition  of  a  cor- 
porate tax  on  the  entity.  Under  the  bill,  such  interests  would  be 
known  as  "collateralized  mortgage  securities"  or  "CMSs."  CMSs 
could  be  issued  by  a  corporation,  trust,  or  partnership,  and  could  be 
in  the  form  of  an  ownership  interest  or  a  debt  obligation.  CMSs 
could  be  issued  with  different  classes  of  maturities.  Holders  of  the 
interests  would  be  treated  as  owners  of  the  underlying  mortgages. 

The  bill  also  would  prescribe  rules  for  the  taxation  of  holders  of 
CMSs,  including  clarification  of  the  application  of  the  original  issue 
discount  and  market  discount  rules  to  obligations  whose  maturity 
may  be  accelerated  because  of  prepayments  on  the  underlying  obli- 
gations. The  bill  also  would  expand  the  reporting  requirements  of 
present  law. 

The  bill  generally  would  apply  to  CMSs  and  debt  obligations 
issued  after  the  date  of  enactment. 
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III.  DESCRIPTION  OF  THE  BILLS 

1.  H.R.  1658 — Messrs.  Guarini,  Stark,  and  Frenzel 

Tax  Treatment  of  Business  Development  Companies 

Present  Law 

A  regulated  investment  company  is  permitted  a  deduction  for 
capital  gain  dividends  and  ordinary  income  dividends  paid  to  its 
shareholders  if  it  meets  several  tests.  Among  other  requirements,  a 
regulated  investment  company  must  be  registered  w^ith  the  Securi- 
ties and  Exchange  Commission  at  all  times  during  the  taxable  year 
as  a  management  company  or  unit  investment  trust  under  the  In- 
vestment Company  Act  of  1940,  or  it  must  be  a  common  trust  fund 
or  similar  fund  that  is  not  included  in  the  term  "common  trust 
fund"  under  the  Internal  Revenue  Code  and  that  is  excluded  by  the 
Investment  Company  Act  from  the  definition  of  investment  compa- 
ny (Code  sec.  851(a)).  In  order  to  register  under  the  Investment 
Company  Act  of  1940,  a  corporation  must  have  at  least  100  stock- 
holders or  must  be  making  or  presently  proposing  to  make  a  public 
offering. 

Under  the  Small  Business  Incentive  Act  of  1980  (P.L.  96-477),  cer- 
tain investment  companies  providing  capital  and  managerial  assist- 
ance to  small  business  may  elect  to  be  treated  as  "business  develop- 
ment companies"  in  lieu  of  registering  under  the  Investment  Com- 
pany Act. 

A  small  business  investment  company  operating  under  the  Small 
Business  Investment  Act  of  1958  is  eligible  to  be  treated  as  a  regu- 
lated investment  company  if  it  meets  the  applicable  requirements, 
including  the  requirement  of  registering  under  the  Investment 
Company  Act. 

A  less  stringent  diversification  requirement  than  is  generally  ap- 
plicable for  qualification  for  RIC  status  applies  to  certain  invest- 
ment companies  that  furnish  capital  to  corporations  engaged  in  the 
development  of  new  inventions,  technologies,  etc.  (sec.  851(e)).  Busi- 
ness development  companies  often  qualify  for  this  exception. 

Issue 

The  issue  raised  by  the  bill  is  whether  the  provisions  of  the 
Small  Business  Incentive  Act  permit  the  corporation  to  engage  in 
activities  that  are  sufficiently  more  active  than  those  permitted 
under  the  Investment  Company  Act  such  that  conduit  treatment 
would  not  be  appropriate. 
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Explanation  of  the  Bill 

Under  the  bill,  a  "business  development  company"  (as  defined  in 
the  bill)  would  not  be  prevented  from  qualifying  as  a  regulated  in- 
vestment company  by  the  fact  that  the  company  did  not  register 
under  the  Investment  Company  Act.  The  bill  defines  a  business  de- 
velopment company  as  a  domestic  corporation  other  than  a  person- 
al holding  company  (or  a  corporation  that  would  be  a  personal 
holding  company  but  for  the  exception  for  certain  small  business 
investment  companies)  that  is  a  business  development  company 
under  the  Investment  Company  Act,  as  amended. 

The  bill  would  enable  a  company  electing  to  be  treated  as  a 
"business  development  company"  under  the  Investment  Company 
Act  to  qualify  as  a  regulated  investment  company  notwithstanding 
the  fact  that  it  does  not  register  under  the  Investment  Company 
Act. 

Effective  Date 

The  bill  would  apply  to  taxable  years  beginning  on  or  after  Octo- 
ber 21,  1980. 


2.  H.R.  2571 — Messrs.  Vander  Jagt,  Stark,  Matsui,  and  Archer 

Tax  Treatment  of  Real  Estate  Investment  Trusts 

Present  Law 

Overview 

In  general,  a  real  estate  investment  trust  ("REIT")  is  an  entity 
that  receives  most  of  its  income  from  passive  real  estate  related  in- 
vestments and  that  receives  conduit  treatment  for  income  that  is 
distributed  to  shareholders.  If  an  entity  meets  the  qualifications  for 
REIT  status,  the  portion  of  its  income  that  is  distributed  to  the  in- 
vestors each  year  generally  is  taxed  to  the  investors  w^ithout  being 
subjected  to  a  tax  at  the  REIT  level;  the  REIT  is  subject  to  a  corpo- 
rate tax  only  on  the  income  that  it  retains,  on  certain  income  from 
property  that  qualifies  as  foreclosure  property,  and  income  from 
prohibited  transactions.  Thus,  the  REIT  may  serve  as  a  means 
whereby  numerous  small  investors  can  have  a  practical  opportuni- 
ty to  invest  in  a  diversified  portfolio  of  real  estate  assets  and  have 
the  benefit  of  professional  management. 

In  order  to  qualify  as  a  REIT  and  thereby  receive  conduit  treat- 
ment, an  entity  must  satisfy  four  tests  on  a  year-by-year  basis:  or- 
ganizational structure,  source  of  income,  nature  of  assets,  and  dis- 
tribution of  income.  These  tests  are  intended  to  allows  conduit  treat- 
ment in  circumstances  in  which  a  corporate  tax  otherwise  would  be 
imposed,  only  if  there  really  is  a  pooling  of  investment  arrange- 
ment that  is  evidenced  by  its  organizational  structure,  if  its  invest- 
ments are  basically  in  real  estate  assets,  and  if  its  income  is  pas- 
sive income  from  real  estate  investment,  as  contrasted  with  income 
from  the  active  operation  of  business  involving  real  estate.  In  addi- 
tion, substantially  all  of  the  entity's  income  must  be  distributed  to 
its  shareholders  on  a  current  basis. 

Taxation  of  REITs 

In  general 

In  general,  if  an  entity  qualifies  as  a  REIT  by  satisfying  the  vari- 
ous requirements  described  below,  the  entity  is  taxable  as  a  corpo- 
ration on  its  "real  estate  investment  trust  taxable  income" 
("REITTI"),  and  also  is  taxable  on  certain  other  amounts.  REITTI 
is  the  taxable  income  of  the  REIT  with  certain  adjustments.  The 
most  significant  adjustment  is  a  deduction  for  dividends  paid.  The 
allowance  of  this  deduction  is  the  mechanism  by  which  the  REIT 
becomes  a  conduit  for  Federal  income  tax  purposes.  In  arriving  at 
REITTI,  net  income  (or  loss)  from  prohibited  transactions  (de- 
scribed below)  is  excluded  (or  added). 
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Capital  gains 

A  REIT  that  has  a  net  capital  gain  for  a  taxable  year  generally 
is  subject  to  tax  on  such  capital  gain  in  the  same  manner  that  cap- 
ital gains  are  taxed  to  corporations  generally  (i.e.,  an  alternative 
capital  gains  tax).  However,  the  REIT  may  diminish  or  eliminate 
its  tax  liability  attributable  to  such  capital  gain  by  paying  a  "cap- 
ital gain  dividend"  to  its  shareholders.  A  capital  gain  dividend  is 
any  dividend  or  part  of  a  dividend  that  is  designated  by  the  payor 
REIT  as  a  capital  gain  dividend  in  a  written  notice  mailed  to  share- 
holders within  30  days  after  the  end  of  the  taxable  year  in  which 
the  dividend  is  paid.  Shareholders  who  receive  capital  gain  divi- 
dends treat  the  amount  of  such  dividends  as  long-term  capital  gain 
regardless  of  their  holding  period  of  the  stock. 

The  amount  of  dividends  that  a  REIT  may  designate  as  capital 
gain  dividends  may  not  exceed  its  REITTI  for  the  taxable  year  (de- 
termined without  regard  to  the  dividends  paid  deduction).  The 
practical  effect  of  this  limitation  is  that  any  net  operating  losses  of 
the  REIT  will  offset  the  amount  of  income  eligible  for  preferential 
capital  gain  treatment.  Such  offsetting  is  the  normal  rule  for  corpo- 
rations that  have  both  capital  gains  and  net  operating  losses.  How- 
ever, this  offsetting  results  in  less  income  receiving  capital  gains 
treatment  in  the  hands  of  the  REIT's  shareholders  than  would  be 
the  case  if  an  individual  had  both  capital  gains  and  net  operating 
losses,  because  individuals  are  afforded  an  exclusion  for  a  portion 
of  their  capital  gains,  rather  than  an  alternative  tax. 

Income  from  foreclosure  property 

A  REIT  is  subject  to  tax  at  the  highest  rate  of  tax  paid  by  corpo- 
rations on  its  net  income  from  foreclosure  property.  In  general, 
foreclosure  property  is  any  real  property  or  personal  property  inci- 
dental to  such  real  property  that  is  acquired  by  a  REIT  as  a  result 
of  default  or  imminent  default  on  a  lease  of  such  property  or  in- 
debtedness secured  by  such  property.  A  REIT  is  required  to  operate 
foreclosure  property  through  an  independent  contractor  after  the 
90  day  period  following  the  acquisition  of  such  property  by  the 
REIT. 

Income  or  loss  from  prohibited  transactions 

In  general,  a  REIT  is  intended  to  be  an  entity  that  is  not  en- 
gaged in  any  active  trade  or  business  activities  and  that  derives  its 
income  from  passive  sources.  Accordingly,  a  100  percent  tax  is  im- 
posed on  the  net  income  of  a  REIT  from  "prohibited  transactions." 
A  prohibited  transaction  is  the  sale  or  other  disposition  of  property 
described  in  section  1221(1)  of  the  Code  (property  held  for  sale  in 
the  ordinary  course  of  a  trade  or  business)  other  than  foreclosure 
property.  Thus,  the  100  percent  tax  on  prohibited  transactions 
helps  to  ensure  that  the  REIT  is  a  passive  entity  and  does  not 
engage  in  ordinary  retailing  activities.  Net  income  or  net  loss  from 
prohibited  transactions  is  determined  by  aggregating  all  gains  from 
the  sale  or  other  disposition  of  property  (other  than  foreclosure 
property)  described  in  section  1221(1)  with  all  losses  and  other  de- 
ductions that  are  directly  connected  with  the  sale  or  other  disposi- 
tion of  such  property. 
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A  safe  harbor  is  provided  for  certain  sales  which  might  otherwise 
be  considered  prohibited  transactions.  Under  this  safe  harbor,  a 
sale  is  not  considered  to  be  a  prohibited  transaction  provided  that 
the  REIT  makes  no  more  than  5  sales  during  the  taxable  year  and 
improvements  made  by  the  REIT  in  the  four  years  preceding  sale 
that  are  includible  in  the  basis  of  the  property  do  not  exceed  20 
percent  of  the  selling  price  of  the  property. 

Organizational  structure  requirements 

In  order  to  qualify  as  a  REIT,  an  entity  must  be  for  its  entire 
taxable  year  a  corporation  or  an  unincorporated  trust  or  associa- 
tion that  would  be  taxable  as  a  domestic  corporation  but  for  the 
REIT  provisions,  and  must  be  managed  by  one  or  more  trustees. 
The  beneficial  ownership  of  the  entity  must  be  evidenced  by  trans- 
ferable shares  or  certificates  of  ownership  held  by  100  or  more  per- 
sons. The  entity  may  not  be  so  closely  held  by  individuals  that  it 
would  be  treated  as  a  personal  holding  company  if  all  its  adjusted 
gross  income  constituted  personal  holding  company  income.  ^^  The 
entity  must  be  a  calendar  year  taxpayer  unless  it  was  in  existence 
as  a  REIT  for  any  taxable  year  beginning  prior  to  October  4,  1976. 
Certain  financial  institutions  and  life  insurance  companies  may  not 
qualify  as  REITs. 

Income  requirements 

In  general 

In  general,  in  order  to  meet  the  income  requirements  applicable 
to  REITs,  at  least  75  percent  of  the  entity's  income  (excluding  gross 
income  from  prohibited  transactions)  must  be  from  rents  from  real 
property,  interest  on  obligations  secured  by  mortgages  on  real 
property  or  on  interests  in  real  property,  gain  from  the  sale  or 
other  disposition  of  real  property,  dividends  or  distributions  from 
another  REIT,  gain  from  the  disposition  of  interests  in  a  REIT, 
abatements  or  refunds  of  taxes  on  real  property,  and  income  or 
gain  derived  from  property  that  qualifies  as  foreclosure  property. 

In  addition,  at  least  95  percent  of  the  entity's  gross  income  (ex- 
cluding gross  income  from  prohibited  transactions)  must  be  derived 
from  the  sources  qualifying  for  the  75  percent  test  or  from  other 
interest,  dividends,  or  gains  from  the  sale  of  stock  or  securities. 
Less  than  30  percent  of  the  entity's  gross  income  may  be  derived 
from  gain  from  the  sale  or  other  disposition  of  stock  or  securities 
held  for  less  than  the  applicable  holding  period  for  long  term  cap- 
ital gain  or  loss  treatment,  real  property  held  less  than  4  years 
(other  than  foreclosure  property,  or  property  subject  to  an  involun- 
tary conversion  within  the  meaning  of  section  1033),  and  property 
that  is  sold  or  disposed  of  in  a  prohibited  transaction. 


28  A  corporation  at  least  50  percent  of  whose  stock  is  held  directly  or  indirectly  by  or  for  five 
or  fewer  individuals  at  any  time  during  the  last  half  of  its  taxable  year  is  treated  as  a  personal 
holding  company  if  at  least  60  percent  of  its  ordinary  adjusted  gross  income  for  the  taxable  year 
comprises  personal  holding  company  income  (sec.  542).  The  REIT  is  required  to  keep  records  for 
the  purpose  of  determining  actual  ownership  of  interests  in  the  entity  for  this  purpose.  See 
Treas.  Reg.  sec.  1.857-8. 
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Definition  of  rents  from  real  property 

In  general. — For  purposes  of  the  income  requirements,  rents  from 
real  property  generally  include  rents  from  interests  in  real  proper- 
ty, charges  for  services  customarily  rendered  or  furnished  in  con- 
nection with  the  rental  of  real  property,  whether  or  not  such 
charges  are  separately  stated,  and  rent  attributable  to  personal 
property  that  is  leased  under  or  in  connection  with  a  lease  of  real 
property,  but  only  if  the  rent  attributable  to  such  personal  proper- 
ty does  not  exceed  15  percent  of  the  total  rent  for  the  year  under 
the  lease. 

Amounts  are  not  treated  as  rents  from  real  property,  however,  if 
the  amount  of  such  rent  is  determined  in  whole  or  in  part  on  the 
net  income  or  profits  derived  by  any  person  from  the  use  of  such 
property.  Rents  based  on  a  fixed  percentage  of  gross  receipts  or 
sales  do  not  violate  this  requirement,  however.  ^^  In  addition, 
amounts  are  not  treated  as  qualifying  rent  if  received  from  certain 
parties  in  which  the  lessor  has  an  interest  of  10  percent  or  more. 
Further,  where  the  entity  furnishes  or  renders  services  to  the  ten- 
ants of  rented  property,  amounts  received  or  accrued  with  respect 
to  such  property  are  not  treated  as  qualifying  rents  unless  the  serv- 
ices are  furnished  through  an  independent  contractor.  In  general, 
an  independent  contractor  is  a  person  who  does  not  own  more  than 
a  35  percent  interest  in  the  REIT,  and  in  which  no  more  than  a  35 
percent  interest  is  held  by  persons  with  a  35  percent  or  greater  in- 
terest in  the  REIT. 

Customary  services. — In  general,  services  provided  to  tenants  are 
regarded  as  customary  if,  in  the  geographic  market  within  which 
the  building  is  located,  tenants  in  buildings  that  are  of  a  similar 
class  (for  example,  luxury  apartment  buildings)  are  customarily 
provided  with  the  service.  The  furnishing  of  water,  heat,  light,  and 
air  conditioning,  the  cleaning  of  windows,  public  entrances,  exits, 
and  lobbies,  the  performance  of  general  maintenance,  and  of  janito- 
rial and  cleaning  services,  the  collection  of  trash,  the  furnishing  of 
elevator  services,  telephone  answering  services,  incidental  storage 
space,  laundry  equipment,  watchman  or  guard  service,  parking  fa- 
cilities and  swimming  pool  facilities  are  examples  of  services  that 
are  customarily  furnished  to  tenants  of  a  particular  class  of  build- 
ings in  many  geographical  marketing  areas  (Treas.  Reg.  sec.  1.856- 
4(b)). 

Asset  requirements 

In  order  to  satisfy  the  asset  requirements  to  qualify  for  treat- 
ment as  a  REIT,  at  the  close  of  each  quarter  of  its  taxable  year,  an 
entity  must  have  at  least  75  percent  of  the  value  of  its  assets  in- 
vested in  real  estate  assets,  cash  and  cash  items,  and  Government 
securities.  Certain  diversification  requirements  prevent  the  REIT 
from  having  too  great  a  percentage  of  its  assets  invested  in  the  se- 
curities of  any  one  issuer.  The  term  "real  estate  assets"  is  defined 
to  mean  real  property  (including  interests  in  real  property  and 
mortgages  on  real  property)  and  interests  in  REITs. 


^^  Similar  rules  apply  in  determining  whether  interest  income  is  treated  as  qualifying  income. 
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Distribution  requirement 

General  rule 

In  order  to  satisfy  the  distribution  requirement,  an  entity  must 
distribute  as  dividends  to  its  shareholders  during  the  taxable  year 
an  amount  equal  to  at  least  the  excess  of  (1)  the  sum  of  (a)  95  per- 
cent of  its  REITTI  other  than  capital  gains  income,  and  (b)  95  per- 
cent of  the  entity's  net  income  from  foreclosure  property  less  the 
tax  imposed  on  such  income,  over  (2)  the  sum  of  (a)  penalty  taxes 
imposed  under  section  6697  (resulting  from  the  distribution  of  "de- 
ficiency dividends")  and  (b)  the  net  loss  from  prohibited  transac- 
tions. 

Distributions  after  the  taxable  year 

Certain  distributions  within  12  months  of  the  end  of  the  taxable 
year. — If  a  REIT  declares  a  dividend  prior  to  the  time  for  filing  its 
tax  return  for  a  taxable  year  and  actually  pays  such  dividend 
within  12  months  of  the  end  of  such  taxable  year  (but  not  later 
than  the  date  of  the  next  regular  payment  after  the  declaration  of 
the  dividend),  then  the  REIT  may  elect  to  have  the  dividend  treat- 
ed as  having  been  paid  in  the  preceding  taxable  year  (sec.  858). 
Notwithstanding  the  election,  the  distributees  are  treated  as 
having  received  the  dividend  in  the  year  in  which  the  distribution 
is  made. 

To  partially  compensate  for  the  deferral  of  tax  liability  that  may 
occur  where  a  REIT  pays  such  so-called  "section  858  dividends,"  a 
nondeductible  three  percent  excise  tax  is  imposed  on  a  portion  of 
such  dividends. 

Other  distributions  after  the  end  of  the  taxable  year — deficiency 
dividends. — Where,  as  a  consequence  of  an  audit  by  the  Internal 
Revenue  Service,  there  has  been  a  "determination"  that  an  "ad- 
justment" is  to  be  made  to  REITTI  for  a  taxable  year,  the  entity 
may  pay  a  deficiency  dividend  to  its  shareholders  and  receive  a  de- 
duction for  such  distributions  with  regard  to  the  taxable  year  for 
which  the  election  is  made,  provided  that  the  adjustment  did  not 
occur  as  a  result  of  fraud  or  willful  failure  to  file  a  Federal  income 
tax  return.  If  the  proper  amount  is  distributed  as  a  deficiency  divi- 
dend, the  entity  is  not  disqualified  as  a  REIT  or  subject  to  tax  on 
the  amounts  distributed  (but  is  subject  to  interest  and  penalties). 
Interest  and  penalties  relating  to  amounts  distributed  as  deficiency 
dividends  are  based  on  the  amount  of  the  adjustment. 

In  addition  to  other  penalties  provided  under  the  Code  relating 
to  underpayments  of  tax,  section  6697  of  the  Code  imposes  a  penal- 
ty equal  to  the  amount  of  interest  attributable  to  the  amount  paid 
by  a  REIT  as  a  deficiency  dividend.  The  amount  of  this  penalty  is 
limited  to  one  half  of  the  amount  of  the  deficiency  dividend. 

Issues 

First,  is  it  appropriate  to  modify  the  rules  relating  to  earnings 
and  profits  to  better  enable  REITs  to  pay  nontaxable  return  of  cap- 
ital dividends  to  its  shareholders?  Second,  is  it  appropriate  to 
except  REITs  from  the  corporate  minimum  tax? 
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Is  it  appropriate  to  allow  REITs  to  pay  capital  gains  dividends 
where  the  amount  of  their  net  capital  gain  otherwise  would  be 
offset  by  net  operating  losses?  Should  the  period  for  distributing 
capital  gain  dividend  notices  be  extended  from  30  to  45  days? 

To  what  extent  should  REITs  be  permitted  to  earn  profits  in  con- 
nection with  the  provision  of  services  to  tenants  or  other  services 
in  connection  with  the  rental  of  real  property,  through  the  elimina- 
tion of  the  independent  contractor  requirement? 

To  what  extent  should  REITs  be  permitted  to  make  sales  of  prop- 
erty that  would  be  treated  as  sales  to  customers  in  the  ordinary 
course  of  business  without  being  subject  to  the  tax  on  prohibited 
transactions? 

Is  it  appropriate  to  eliminate  the  excise  tax  on  distributions  after 
the  close  of  the  REIT's  taxable  year  and  the  penalty  tax  under  sec- 
tion 6697  on  deficiency  dividends? 

Is  it  appropriate  to  allow  REITs  to  hold  property  in  wholly 
owned  subsidiaries? 

Is  it  appropriate  to  allow  REITs  to  receive  rents  based  on  the  net 
income  of  a  tenant  substantially  all  of  whose  income  consists  of 
rents  from  subtenants  that  are  not  based  on  the  subtenants'  prof- 
its? 

Should  a  REIT's  distribution  requirement  be  based  on  the  REIT's 
taxable  income  or  on  the  amount  of  cash  it  receives? 

Explanation  of  the  Bill 
Overview 

The  bill  would  modify  many  of  the  provisions  relating  to  the  re- 
quirements for  qualification  as  and  the  taxation  of  REITs.  The  pro- 
visions that  would  be  modified  relate  to  the  general  requirements 
for  qualification  as  a  REIT,  the  computation  of  the  earnings  and 
profits  of  a  REIT,  the  income  and  asset  requirements  for  qualifica- 
tion as  a  REIT,  the  definition  of  rents  from  real  property  and  inter- 
est, the  distribution  requirement  for  qualification  as  a  REIT,  the 
treatment  of  capital  gains,  the  provisions  relating  to  prohibited 
transactions,  and  certain  other  provisions. 

General  requirements 

Under  the  bill,  as  under  present  law,  an  entity  generally  may 
not  elect  REIT  status  if  it  would  meet  the  stock  ownership  test  of 
section  542(a)(2)  (i.e.,  if  it  would  be  treated  as  a  personal  holding 
company  if  all  of  its  income  constituted  personal  holding  company 
income).  Under  the  bill,  however,  for  the  first  full  taxable  year  fol- 
lowing the  registration  of  the  entity's  shares  under  the  Securities 
Act  of  1933,  an  entity  that  otherwise  meets  the  applicable  require- 
ments may  elect  REIT  status  notwithstanding  its  failure  to  meet 
the  section  542(a)(2)  stock  ownership  test.  In  addition,  attribution  to 
an  individual  of  stock  owned  by  or  for  the  individual's  partner 
would  be  ignored  under  the  bill  in  applying  the  attribution  rules  of 
section  544  for  purposes  of  determining  whether  the  stock  owner- 
ship requirement  of  section  542(a)(2)  is  met  for  any  taxable  year. 
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Income  and  asset  requirements 

The  bill  would  add  "REIT  subsidiaries"  to  those  assets  that  are 
included  in  the  75  percent  asset  test  for  a  REIT.  Under  the  bill,  a 
REIT  subsidiary  would  be  a  corporation  all  of  the  shares  of  which 
are  owned  by  a  REIT.  REIT  subsidiaries  generally  would  be  ig- 
nored for  all  Federal  income  tax  purposes  under  the  bill,  i.e.,  the 
REIT  subsidiaries  would  not  be  treated  as  separate  taxpayers,  and 
all  tests  for  qualification  as  a  REIT  would  be  made  on  a  combined 
basis. 

Definition  of  rents  from  real  property  and  interest 

Independent  contractor  requirement 

Under  the  bill,  amounts  received  by  a  REIT  in  connection  with 
the  rental  of  property  in  which  the  REIT  has  an  interest  of  less 
than  20  percent  would  not  fail  to  qualify  as  rents  from  real  proper- 
ty where  services  are  performed  in  connection  with  the  rental  of 
the  property  other  than  through  an  independent  contractor.  In  ad- 
dition, the  requirement  that  foreclosure  property  be  operated 
through  an  independent  contractor  after  more  than  90  days  follow- 
ing the  acquisition  of  the  property  by  the  REIT  would  be  eliminat- 
ed. 

Rents  and  interest  based  on  net  income 

Under  the  bill,  rents  or  interest  that  are  based  on  the  net  income 
of  a  tenant  or  debtor  would  be  treated  as  rent  from  real  property 
or  as  interest,  respectively,  if  certain  conditions  are  met.  In  order 
to  qualify,  the  rent  (or  interest)  would  have  to  be  received  from  a 
tenant  (or  debtor)  that  receives  substantially  all  of  its  income  from 
the  leased  property  (or  the  property  that  secures  the  loan)  from  the 
subleasing  (or  leasing)  of  substantially  all  of  such  property,  and  the 
tenant  (or  debtor)  would  have  to  receive  or  accrue  directly  or  indi- 
rectly from  the  subleasing  (or  leasing)  of  the  property  only 
amounts  that  are  not  based  on  the  net  profits  of  any  person. 

Distribution  requirement 

Under  the  bill,  the  minimum  amount  that  the  REIT  is  required 
to  distribute  (i.e.,  the  minimum  dividends  paid  deduction  as  speci- 
fied in  section  857(a)(1))  would  be  reduced  by  a  portion  of  certain 
amounts  that  the  REIT  is  required  to  include  in  income  in  advance 
of  receiving  cash.  These  amounts  would  be  the  excess  of  the  sum  of 
(1)  amounts  that  the  REIT  is  required  to  include  in  income  under 
section  467  with  respect  to  certain  rental  agreements  involving  de- 
ferred rents,  and  (2)  the  amount  of  original  issue  discount  that  the 
REIT  is  required  to  accrue  with  respect  to  a  loan  arising  from  the 
sale  of  property  to  which  section  1274  applies,  over  (3)  the  amount 
of  money  and  the  fair  market  vaue  of  other  property  received 
during  the  taxable  year  with  respect  to  such  transactions  from 
which  such  income  was  derived.  The  distribution  requirement  also 
would  be  reduced  by  the  amount  of  income  arising  from  the  dispo- 
sition of  a  real  estate  asset,  but  only  in  circumstances  where  such 
income  is  recognized  pursuant  to  a  determination  that  such  disposi- 
tion was  not  part  of  a  tax-free  exchange  within  the  meaning  of  sec- 
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tion  1031,  and  failure  to  meet  the  requirements  of  section  1031  was 
due  to  reasonable  cause  and  not  due  to  willful  neglect. 

Modification  of  earnings  and  profits  rules 

Under  the  bill,  a  REIT  would  be  permitted  to  elect  to  compute  its 
earnings  and  profits  with  respect  to  property  eligible  to  be  depreci- 
ated under  the  Accelerated  Cost  Recovery  System,  using  the  actual 
depreciation  allowed,  rather  than  the  smaller  amounts  required 
under  the  rules  applicable  to  computing  earnings  and  profits  (sec- 
tion 312(k)(3)).  Hence,  under  the  bill,  a  REIT  would  be  able  to  dis- 
tribute amounts  that  would  be  treated  as  nontaxable  returns  of 
capital  to  the  REIT's  shareholders,  which  amounts  are  treated  as 
taxable  dividends  under  present  law.  To  the  extent  that  a  REIT 
shareholder  receives  amounts  that  would  not  be  treated  as  return 
of  capital  but  for  the  election  under  the  bill,  amounts  received  on 
the  sale  or  exchange  of  the  shareholder's  shares  in  the  REIT  would 
be  treated  as  ordinary  income. 

In  addition,  the  bill  would  provide  that  the  amount  of  a  REIT's 
current  (but  not  accumulated)  earnings  and  profits  for  a  taxable 
year  would  not  be  less  than  its  REITTI  (determined  without  regard 
to  the  dividends  paid  deduction)  for  the  taxable  year. 

Capital  gains 

Under  the  bill,  for  purposes  of  determining  the  maximum 
amount  of  capital  gains  dividends  that  a  REIT  may  pay  for  a  tax- 
able year,  the  REIT  would  not  offset  its  net  capital  gain  with  the 
amount  of  any  net  operating  loss  carried  over  from  a  previous  tax- 
able year.  In  addition,  the  time  for  mailing  of  so-called  capital  gain 
notices  would  be  extended  from  30  to  45  days  after  the  close  of  the 
taxable  year. 

Prohibited  transactions  rules 

The  bill  would  make  two  modifications  to  the  rules  relating  to 
prohibited  transactions.  First,  the  bill  would  modify  the  safe  harbor 
under  which  sales  by  the  REIT  meeting  the  conditions  of  the  safe 
harbor  are  not  treated  as  prohibited  transactions.  Under  the  bill, 
the  number  of  sales  of  property  that  a  REIT  may  make  within  the 
safe  harbor  would  be  increased  from  five  to  ten.  In  addition,  the 
extent  of  expenditures  that  the  REIT  may  make  within  four  years 
of  sale  that  are  includible  in  the  basis  of  the  property  is  increased 
from  20  percent  of  the  net  selling  price  of  the  property  to  30  per- 
cent. 

The  bill  also  would  provide  that  sales  of  cooperative  or  condomin- 
ium units  in  a  property  held  by  the  REIT  for  the  production  of 
rental  property  for  at  least  four  years,  generally  would  be  aggre- 
gated and  treated  as  one  sale  for  the  purpose  of  applying  the  safe 
harbor.  Thus,  under  the  bill,  a  REIT  would  be  permitted  to  derive 
gains  from  the  sale  of  property  that  is  held  for  sale  to  customers  in 
the  ordinary  course  of  its  business,  without  being  subject  to  the  100 
percent  tax  on  prohibited  transactions. 

Second,  the  bill  would  provide  that,  in  determining  REITTI,  the 
amount  of  any  net  loss  from  prohibited  transactions  may  be  taken 
into  account. 
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Deficiency  dividends 

Under  the  bill,  the  maximum  amount  of  the  penalty  tax  under 
section  6697  would  be  limited  to  the  lesser  of  50  percent  of  the 
amount  of  the  distribution,  5  percent  of  REITTI  with  certain  ad- 
justments, or  one  half  of  one  percent  of  the  the  value  of  the  assets 
of  the  REIT. 

Section  858  dividends 

Under  the  bill,  no  excise  tax  would  be  imposed  under  section 
4981  for  any  dividend  that  is  paid  within  90  days  of  the  close  of  the 
taxable  year.  Thus,  under  the  bill,  all  of  a  REIT's  income  for  a  tax- 
able year  could  be  distributed  and  accounted  for  by  shareholders  in 
the  following  taxable  year  without  any  tax  being  collected  in  the 
year  the  income  was  earned  and  without  penalty. 

Corporate  minimum  tax 

The  bill  would  exempt  REITs  from  the  corporate  minimum  tax 
provisions  of  section  291. 

Effective  date 

The  bill  would  be  effective  as  of  the  date  of  enactment. 

Senate  Finance  Committee  Bill 
Overview 

On  May  29,  1986,  the  Senate  Finance  Committee  reported  H.R. 
3838,  the  Tax  Reform  Act  of  1986,^0  (the  "SFC  bill"),  which  includ- 
ed several  provisions  relating  to  REITs,  many  of  which  are  similar 
to  provisions  of  H.R.  2571.  In  general,  sections  1431-1438  of  the 
SFC  bill  would  modify  many  of  same  provisions  that  would  be 
modified  by  H.R.  2571,  including  provisions  relating  to  the  general 
requirements  for  qualification  as  a  REIT,  the  income  and  asset  re- 
quirements for  qualification  as  a  REIT,  the  definition  of  rents  from 
real  property  and  interest,  the  distribution  requirement  for  qualifi- 
cation as  a  REIT,  the  treatment  of  capital  gains,  the  provisions  re- 
lating to  prohibited  transactions,  and  certain  other  provisions. 

General  requirements 

Under  the  SFC  bill,  as  under  present  law,  an  entity  generally 
could  not  elect  REIT  status  if  it  meets  the  stock  ownership  test  of 
section  542(a)(2)  (i.e.,  if  it  would  be  treated  as  a  personal  holding 
company  if  all  of  its  income  constituted  personal  holding  company 
income)  or  if  it  had  fewer  than  100  shareholders.  Under  the  bill, 
however,  an  entity  that  otherwise  meets  the  applicable  require- 
ments would  be  permitted  to  elect  REIT  status  notwithstanding  its 
meeting  the  section  542(a)(2)  stock  ownership  test  or  its  having 
fewer  than  100  shareholders,  provided  that  the  entity  was  not  a 
REIT  in  any  prior  year.  In  applying  the  attribution  rules  of  section 
544  for  purposes  of  determining  whether  the  stock  ownership  re- 
quirement of  section  542(a)(2)  is  met  for  any  taxable  year,  attribu- 


te Sen.  Kept.  No.  99-313,  99th  Cong.  2d  Sess. 
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tion  to  an  individual  of  stock  owned  by  or  for  the  individual's  part- 
ner would  be  ignored  under  the  SFC  bill. 

The  SFC  bill  would  provide  that,  in  order  to  elect  REIT  status, 
the  electing  entity  must  either  have  been  treated  as  a  REIT  for  all 
taxable  years  beginning  after  February  28,  1986,  or  must  have  no 
earnings  and  profits  accumulated  for  any  year  in  which  the  entity 
was  in  existence  and  not  treated  as  a  REIT.  The  SFC  bill  also 
would  provide  that  an  entity  that  has  not  engaged  in  any  active 
trade  or  business  would  be  permitted  to  change  its  annual  account- 
ing period  to  a  calendar  year  without  approval  of  the  Internal  Rev- 
enue Service  in  connection  with  electing  REIT  status. 

Income  and  asset  requirements 

REIT  subsidiaries 

Under  the  SFC  bill,  all  the  assets,  liabilities,  and  items  of 
income,  deduction,  and  credit  of  a  "qualified  REIT  subsidiary" 
would  be  treated  as  the  assets,  liabilities,  and  respective  items  of 
the  REIT  that  owns  the  stock  of  the  qualified  REIT  subsidiary.  A 
subsidiary  of  a  REIT  would  be  treated  as  a  qualified  REIT  subsidi- 
ary if  and  only  if  100  percent  of  the  subsidiary's  stock  is  owned  by 
the  REIT  at  all  times  that  the  subsidiary  is  in  existence.  If  at  any 
time  the  REIT  ceases  to  own  100  percent  of  the  stock  of  the  subsidi- 
ary, or  if  the  REIT  ceases  to  qualify  for  (or  revokes  an  election  of) 
REIT  status,  such  subsidiary  would  be  treated  as  a  new  corporation 
that  acquired  all  of  its  assets  in  exchange  for  its  stock  (and  the  as- 
sumption of  liabilities)  immediately  before  the  time  that  the  REIT 
ceased  to  own  100  percent  of  the  subsidiary's  stock,  or  ceased  to  be 
a  REIT  as  the  case  may  be. 

New  equity  capital 

Under  the  SFC  bill,  if  a  REIT  receives  new  equity  capital,  then 
income  derived  from  stock  or  debt  instruments  (i.e.,  interest,  divi- 
dends, or  gains  from  the  sale  of  such  stock  or  debt  instruments) 
that  is  attributable  to  the  temporary  investment  of  the  new  equity 
capital  would  be  treated,  for  a  one-year  period  beginning  on  the 
date  that  the  REIT  receives  such  capital,  as  qualifying  income  for 
purposes  of  the  "75  percent  income  test."  In  addition,  during  such 
period,  stock  or  debt  instruments  purchased  with  such  capital 
would  be  treated  as  "real  estate  assets"  for  purposes  of  the  "75  per- 
cent asset  test."  Under  the  SFC  bill,  new  equity  capital  would  be 
any  amount  received  by  the  REIT  in  exchange  for  stock  of  the 
REIT  (other  than  pursuant  to  a  dividend  reinvestment  plan). 

Definition  of  rents  and  interest 

Independent  contractor  requirement 

Under  the  SFC  bill,  amounts  received  by  a  REIT  in  connection 
with  the  rental  of  property  would  not  fail  to  qualify  as  rents  from 
real  property  merely  because  the  REIT  performs  certain  services 
and  does  not  use  an  independent  contractor  for  the  provision  of 
such  services.  Under  the  SFC  bill,  the  services  that  may  be  provid- 
ed without  violating  the  "independent  contractor  test"  would  be 
those  services  the  provision  of  which  would  not  by  reason  of  section 
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512(b)(3)  result  in  the  receipt  of  "unrelated  business  income"  by  an 
organization  subject  to  tax  on  such  income  (sec.  511(a)(2)).  Thus, 
under  the  SFC  bill,  amounts  received  by  the  REIT  in  connection 
with  the  rental  of  real  property  would  not  fail  to  be  treated  as 
rents  from  real  property  if  the  REIT  provides  only  certain  services 
other  than  services  that  are  considered  rendered  to  the  occupant  of 
the  property  (Treas.  Reg.  sec.  1.512(b)-l(c)(5)). 

Rents  and  interest  based  on  net  income 

Under  the  SFC  bill,  rents  or  interest  that  are  based  on  the  net 
income  of  a  tenant  or  debtor  would  be  treated  as  rent  from  real 
property  or  as  interest,  respectively,  if  certain  conditions  are  met. 
To  qualify,  the  rent  (or  interest)  must  be  received  from  a  tenant  (or 
debtor)  that  receives  substantially  all  of  its  income  from  the  leased 
property  (or  the  property  that  secures  the  loan)  from  the  subleas- 
ing (or  leasing)  of  substantially  all  of  such  property,  and  the  rent 
received  by  the  tenant  (or  debtor)  must  consist  entirely  of  amounts 
that  would  be  treated  as  rents  from  real  property  (or  interest)  if 
received  directly  by  the  REIT. 

Distribution  requirement 

Under  the  SFC  bill,  the  minimum  amount  that  the  REIT  is  re- 
quired to  distribute  (i.e.,  the  minimum  dividends  paid  deduction  as 
specified  in  section  857(a)(1))  would  be  reduced  by  a  portion  of  cer- 
tain amounts  that  the  REIT  is  required  to  include  in  income  in  ad- 
vance of  receiving  cash.  These  amounts  are  (1)  amounts  that  the 
REIT  is  required  to  include  in  income  under  section  467  with  re- 
spect to  certain  rental  agreements  involving  deferred  rents,  (2)  the 
amount  of  original  issue  discount  that  the  REIT  is  required  to 
accrue  with  respect  to  a  loan  arising  from  the  sale  of  property  to 
which  section  1274  applies,  and  (3)  any  income  arising  from  the  dis- 
position of  a  real  estate  asset,  but  only  in  circumstances  where  the 
REIT  had  entered  into  a  transaction  with  respect  to  such  real 
estate,  had  intended  in  good  faith  that  the  transaction  qualify  as  a 
like-kind  exchange  under  section  1031,  the  income  is  recognized  as 
a  result  of  a  determination  that  the  transaction  did  not  so  qualify, 
and  the  failure  to  meet  the  requirements  of  section  1031  was  due  to 
reasonable  cause  and  not  due  to  willful  neglect.  The  portion  of  such 
amounts  by  which  the  REIT's  minimum  distribution  requirement 
would  be  reduced  is  the  amount  by  which  the  sum  of  these 
amounts  exceeds  five  percent  of  the  REITTI  of  the  REIT  deter- 
mined without  regard  to  the  REIT's  dividends  paid  deduction  and 
net  capital  gain. 

In  addition,  the  SFC  bill  would  provide  that  the  amount  of  a 
REIT's  current  (but  not  accumulated)  earnings  and  profits  for  a 
taxable  year  is  to  be  not  less  than  its  REITTI  (determined  without 
regard  to  the  dividends  paid  deduction)  for  the  taxable  year. 

Capital  gains 

Under  the  SFC  bill,  for  purposes  of  determining  the  maximum 
amount  of  capital  gains  dividends  that  a  REIT  may  pay  for  a  tax- 
able year,  the  REIT  would  not  offset  its  net  capital  gain  with  the 
amount  of  any  net  operating  loss,  whether  current  or  carried  over 
from  a  previous  taxable  year.  To  the  extent  that  the  REIT  then 
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elects  to  pay  capital  gains  dividends  in  excess  of  its  net  income,  the 
REIT  would  increase  the  amount  of  its  net  operating  loss  carryover 
by  such  amount. 

Under  the  SFC  bill,  REITs  would  be  permitted  to  mail  the  re- 
quired capital  gain  notices  to  shareholders  with  the  REIT's  annual 
report  rather  than  within  30  days  of  the  end  of  the  REIT's  taxable 
year. 

Prohibited  transactions  rules 

The  SFC  bill  would  make  two  modifications  to  the  rules  relating 
to  prohibited  transactions.  First,  the  SFC  bill  would  modify  the  safe 
harbor  under  which  sales  by  the  REIT  meeting  the  conditions  of 
the  safe  harbor  are  not  treated  as  prohibited  transactions.  Under 
the  SFC  bill,  the  number  of  sales  of  property  that  a  REIT  may 
make  within  the  safe  harbor  would  be  increased  from  five  to  seven. 
In  addition,  the  extent  of  expenditures  that  the  REIT  may  make 
within  four  years  of  sale  that  are  includible  in  the  basis  of  the 
property  would  be  increased  from  20  percent  of  the  net  selling 
price  of  the  property  to  30  percent.  The  SFC  bill  also  would  provide 
an  alternative  safe  harbor  whereby  the  REIT  may  make  any 
number  of  sales  of  real  property  during  the  taxable  year,  provided 
that  the  gross  income  from  such  sales  does  not  exceed  15  percent  of 
the  REITTI  of  the  REIT  for  the  taxable  year.  A  sale  would  be  treat- 
ed as  qualifying  for  the  alternative  safe  harbor,  however,  only  if 
substantially  all  the  marketing  and  development  expenditures  with 
respect  to  the  property  sold  were  made  through  an  independent 
contractor. 

Second,  the  SFC  bill  would  provide  that,  in  determining  the 
amount  of  net  income  derived  from  prohibited  transactions,  losses 
from  prohibited  transactions  (and  deductions  attributable  to  pro- 
hibited transactions  in  which  a  loss  was  incurred)  would  not  be 
taken  into  account.  The  SFC  bill  would  provide,  however,  that  the 
the  amount  of  any  net  loss  from  prohibited  transactions  may  be 
taken  into  account  in  computing  REITTI. 

Deficiency  dividends 

Under  the  SFC  bill,  the  penalty  tax  under  section  6697  on  defi- 
ciency dividends  would  be  repealed. 

Effective  date 

The  provisions  of  the  SFC  bill  generally  would  be  effective  for 
taxable  years  beginning  after  December  31,  1986. 


3.  H.R.  3397— Mr.  Flippo,  Mrs.  Kennelly,  Messrs.  McGrath,  Heftel, 
Anthony,  Campbell,  Daub,  Crane,  Schultz,  Matsui,  Thomas  of 
California,  and  Vander  Jagt 

Tax  Treatment  of  Regulated  Investment  Companies 

Present  Law 

Overview 

Conduit  treatment  similar  to  that  granted  to  REITs  also  is  pro- 
vided to  regulated  investment  companies  C'RICs").  In  general,  a 
RIC  is  an  electing  domestic  corporation  that  either  meets  or  is  ex- 
cepted from  certain  registration  requirements  under  the  Invest- 
ment Company  Act  of  1940  (15  U.S.C.  80),  and  that  meets  certain 
other  requirements  that  are  intended  to  assure  that  the  RIC  is  an 
essentially  passive  entity  that  invests  mostly  in  a  diversified  portfo- 
lio of  stocks  and  securities,  that  derives  most  of  its  income  from 
these  sources,  and  that  distributes  most  of  its  income  to  its  share- 
holders annually. 

Taxation  of  the  RIC 

In  general 

In  general,  if  an  entity  qualifies  as  a  RIC  by  satisfying  the  vari- 
ous requirements  described  below,  the  entity  is  taxable  at  the  high- 
est rate  of  tax  applicable  to  corporations  on  its  "investment  compa- 
ny taxable  income."  Investment  company  taxable  income  generally 
is  the  taxable  income  of  the  RIC  with  certain  adjustments.  The 
most  significant  adjustment  is  a  deduction  for  dividends  paid.  The 
allowance  of  this  deduction  is  the  mechanism  by  which  the  RIC  be- 
comes a  conduit  for  Federal  income  tax  purposes. 

Capital  gains 

A  RIC  that  has  a  net  capital  gain  for  a  taxable  year  generally  is 
subject  to  tax  on  such  capital  gain  in  the  same  manner  as  capital 
gains  are  ordinarily  taxed  (i.e.,  the  alternative  capital  gains  tax). 
However,  the  RIC  may  diminish  or  eliminate  its  tax  liability  attrib- 
utable to  such  capital  gain  by  paying  a  "capital  gain  dividend"  to 
its  shareholders.  A  capital  gain  dividend  is  any  dividend  or  part  of 
a  dividend  that  is  designated  by  the  payor  RIC  as  a  capital  gain 
dividend  in  a  written  notice  mailed  to  shareholders  within  45  days 
after  the  end  of  the  taxable  year  in  which  the  dividend  is  paid. 
Shareholders  who  receive  capital  gain  dividends  treat  the  amount 
of  such  dividends  as  long-term  capital  gain  regardless  of  their  hold- 
ing period  of  the  stock.  ^^  If  the  RIC  does  not  distribute  such  capital 


^ '  Where  a  shareholder  disposes  of  the  RIC  shares  and  incurs  a  short-term  capital  loss,  such 
loss  may  be  recharacterized  as  a  long-term  loss  to  the  extent  of  capital  gains  dividends  received, 
however. 

(37) 
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gains  dividends,  shareholders  are  deemed  to  have  received  the  un- 
distributed capital  gain  as  a  capital  gain  dividend,  and  are  deemed 
to  have  paid  tax  on  such  amount  equal  to  the  tax  paid  by  the  RIC 
attributable  to  the  undistributed  capital  gain. 

Income  and  asset  requirements 

In  order  to  qualify  as  a  RIC,  an  entity  must  derive  90  percent  of 
its  gross  income  from  dividends,  interest,  payments  with  respect  to 
securities  loans,  and  gains  from  the  sale  or  other  disposition  of 
stock  or  securities.  In  addition,  at  least  50  percent  of  the  entity's 
assets  at  the  close  of  each  quarter  must  be  represented  by  cash  and 
cash  items,  government  securities,  securities  of  RICs,  and  other  se- 
curities, provided  that  certain  diversification  requirements  are  met. 

Limitation  on  short-term  gains 

One  of  the  rules  of  present  law  intended  to  assure  that  a  RIC 
does  not  actively  engage  in  the  business  of  trading  securities  re- 
quires that  an  entity  may  qualify  as  a  RIC  only  if  less  than  30  per- 
cent of  its  gross  income  is  derived  from  the  sale  or  other  disposition 
of  securities  held  for  less  than  three  months. 

Distribution  requirement 

In  general 

In  order  to  qualify  as  a  RIC,  an  entity  must  distribute  at  least  90 
percent  of  its  investment  company  taxable  income  (determined 
without  regard  to  the  dividends  paid  deduction),  and  at  least  90 
percent  of  its  net  tax  exempt  interest  income. 

Distributions  after  the  close  of  the  year 

If  a  RIC  declares  a  dividend  prior  to  the  time  for  filing  its  tax 
return  for  a  taxable  year  and  actually  pays  such  dividend  within 
12  months  of  the  end  of  such  taxable  year  (but  not  later  than  the 
date  of  the  next  regular  payment  after  the  declaration  of  the  divi- 
dend), then  the  RIC  may  elect  to  have  the  dividend  treated  as 
having  been  paid  in  the  preceding  taxable  year  (sec.  858).  Notwith- 
standing the  election,  the  distributees  are  treated  as  having  re- 
ceived the  dividend  in  the  year  in  which  the  distribution  is  made.^^ 

In  addition,  where,  as  a  consequence  of  an  audit  by  the  Internal 
Revenue  Service,  there  has  been  a  "determination"  that  an  "ad- 
justment" is  to  be  made  to  investment  company  taxable  income  for 
a  taxable  year,  the  RIC  may  pay  a  deficiency  dividend  to  its  share- 
holders and  receive  a  deduction  for  such  distributions  with  regard 
to  the  taxable  year  for  which  the  election  is  made,  provided  that 
the  adjustment  did  not  occur  as  a  result  of  fraud  or  willful  failure 
to  file  an  income  tax  return.  If  the  proper  amount  is  distributed  as 
a  deficiency  dividend,  the  entity  is  not  disqualified  as  a  RIC  or  sub- 
ject to  tax  on  the  amounts  distributed  (but  is  subject  to  interest 
and  penalties).  Interest  and  penalties  relating  to  amounts  distribut- 
ed as  deficiency  dividends  are  based  on  the  amount  of  the  adjust- 
ment. 


^2  Under  H.R.  3838  as  reported  by  the  Senate  Finance  Committee  on  May  29,  1986,  a  nonde- 
ductible 5-percent  excise  tax  would  be  imposed  on  the  amount  of  such  dividends. 
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Background  and  Issues 

In  general,  conduit  treatment  for  a  RIC  may  be  justified  on  the 
ground  that  a  RIC  is  essentially  an  entity  that  engages  in  no  active 
trade  or  business  and  that  receives  income  from  only  passive 
sources.  Several  of  the  requirements  for  qualification  as  a  RIC  help 
assure  this  passivity.  Registration  under  the  Investment  Company 
Act  of  1940,  for  example,  limits  the  activities  that  the  RIC  may 
engage  in.  The  requirement  that  most  of  its  assets  must  be,  and 
most  of  its  income  derived  from,  stocks  or  securities  assure  that  the 
RIC  can  engage  in  no  business  unrelated  to  investing  in  stock  or 
securities.  This  assurance  is  bolstered  by  the  diversification  re- 
quirement, which  assures  that  in  most  cases  the  RIC  could  not  ex- 
ercise managerial  authority  by  virtue  of  substantial  stock  owner- 
ship. Further,  the  limitation  on  the  amount  of  "short-short"  gains 
prevents  significant  amounts  of  the  active  trading  of  securities  by 
the  RIC. 

The  issues  raised  by  the  bill  are  as  follows. 

Should  one  of  the  requirements  relating  to  the  passivity  of  a  RIC, 
the  limitation  on  the  ability  of  a  RIC  to  derive  "short-short"  gains, 
be  eliminated? 

Should  income  and  assets  from  foreign  currency  transactions  be 
treated  as  qualifying  income  and  assets  for  RIC  purposes? 

Should  a  single  entity  be  permitted  to  establish  separate  classes  of 
interests  that  would  be  treated  as  separate  RICs  for  Federal  income 
tax  purposes? 

Should  the  period  for  filing  capital  gains  notices  be  extended 
from  45  to  60  days? 

Explanation  of  the  Bill 

The  bill  would  amend  certain  provisions  of  the  Internal  Revenue 
Code  relating  to  the  taxation  of  regulated  investment  companies. 

First,  the  bill  would  repeal  the  requirement  that,  in  order  to 
qualify  as  a  RIC,  the  entity  must  derive  less  than  30  percent  of  its 
income  from  gains  from  the  sale  or  other  disposition  of  stock  or  se- 
curities held  for  less  than  3  months.  By  repealing  this  requirement, 
often  referred  to  as  the  "short-short"  rule,  the  bill  would  enable  a 
RIC  to  undertake  unlimited  trading  activities  in  stocks  and  securi- 
ties, while  still  enjoying  conduit  treatment. 

Second,  the  bill  would  expand  the  definition  of  permitted  income 
for  a  RIC  to  include  income  from  foreign  currencies,  or  other 
income  (including  but  not  limited  to  gains  from  options  or  futures 
contracts)  derived  with  respect  to  the  RICs  business  of  investing  in 
stock,  securities,  or  currencies.  This  provision  would  allow  RICs  to 
invest  in  foreign  currencies  in  order  to  hedge  investments  in  stocks 
or  securities  denominated  in  foreign  currencies,  but  also  would 
allow  RICs  to  undertake  broader  forms  of  investing  in  foreign  cur- 
rencies. In  addition,  the  bill  would  provide  that  the  term  "securi- 
ties" would  have  the  same  meaning  as  specified  in  section  2(a){36) 
of  the  Investment  Company  Act  of  1940,  as  amended. 

Third,  the  bill  would  provide  that  where  a  RIC  maintains  sepa- 
rate funds,  each  fund  of  the  RIC  would  be  treated  as  a  separate 
corporation.  For  this  purpose,  a  separate  fund  is  a  segregated  port- 
folio of  assets,  the  beneficial  ownership  in  which  is  owned  by  the 
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holder  of  a  class  of  series  of  stock  in  the  RIC  that  is  preferred  over 
all  other  classes  or  series  in  respect  of  such  portfolio  of  assets. 
Thus,  under  the  bill,  if  a  RIC  had  several  separate  funds,  the  appli- 
cable requirements  for  RIC  status  would  have  to  be  met  for  each 
separate  fund,  and  other  rules  relating  to  RICs  also  would  be  ap- 
plied separately.  For  example,  each  fund  would  have  to  meet  the 
diversification  requirement  to  qualify  for  RIC  status,  and  each  fund 
also  would  calculate  separately  the  amount  of  capital  gains  divi- 
dends that  it  may  pay  as  well  as  the  amount  of  tax  exempt  interest 
dividends  that  it  may  pay. 

Fourth,  the  bill  would  extend  the  period  allowed  for  filing  cer- 
tain notices  (relating  to  capital  gains  dividends  and  exempt  interest 
dividends)  from  45  days  after  the  end  of  the  RICs  taxable  year  to 
60  days.  Fifth,  the  bill  would  extend  to  RICS  (and  their  agents)  the 
protection  of  section  7609(a)  (relating  to  summonses  served  on 
third-party  record  keepers). 

Effective  Date 

The  provisions  of  the  bill  generally  would  be  effective  for  taxable 
years  ending  on  or  after  September  30,  1985,  except  that  the  provi- 
sions relating  to  the  treatment  of  series  funds  would  apply  to  tax- 
able years  beginning  after  the  date  of  enactment,  and  the  provi- 
sions relating  to  third  party  summonses  would  apply  to  summonses 
served  after  the  date  of  enactment. 


4.  H.R.  4448 — Messrs.  Pickle,  Vander  Jagt,  and  Duncan 

Tax  Treatment  of  Entities  Owning  Real  Estate  Mortgage  Loans 

Present  Law 

Taxation  of  alternative  methods  of  owning  income  producing 

assets 

Overview 

Under  present  law,  income-producing  assets  (such  as  mortgages 
on  residential  property  or  other  debt  instruments)  can  be  owned  di- 
rectly, or  they  can  be  owned  indirectly  by  means  of  an  equity  inter- 
est in  an  intermediary  entity.  Income  generated  by  property  that  is 
owned  directly  generally  is  taxed  to  the  owner  of  the  property. 
Thus,  in  the  case  of  property  owned  directly  by  an  individual, 
income  from  such  property  is  subject  to  only  one  level  of  taxation. 
Income  from  property  owned  indirectly  may  be  subject  to  more 
than  one  level  of  taxation,  i.e.,  tax  may  be  imposed  both  at  the 
level  of  the  intermediary  holder  and  the  indirect  owner. 

Whether  more  than  one  level  of  tax  is  imposed  where  income 
producing  property  is  held  indirectly  generally  depends  on  whether 
the  intermediary  entity  is  treated  for  Federal  income  tax  purposes 
(1)  as  a  separate  taxable  entity  (such  as  a  corporation  or  an  associa- 
tion taxable  as  a  corporation),  (2)  as  a  complete  conduit  entity  (such 
as  a  partnership  or  S  corporation),  or  (3)  as  a  partial  conduit  entity 
(such  as  a  trust  or  real  estate  investment  trust)  under  which 
income  is  not  taxed  to  the  entity  to  the  extent  it  is  currently  dis- 
tributed to  the  entity's  owners. 

Direct  ownership  of  income  producing  assets 

The  most  basic  form  of  direct  ownership  of  income  producing 
assets  is  the  holding  of  such  assets  by  an  individual.  Where  an  indi- 
vidual owns  income  producing  assets  directly,  the  individual  gener- 
ally includes  all  income  generated  by  the  property,  and  deducts  all 
items  of  expense  related  to  the  property.  When  the  individual  dis- 
poses of  the  property  in  a  taxable  transaction,  the  individual  recog- 
nizes gain  or  loss,  which  may  be  capital  gain  or  loss. 

The  holding  of  property  in  a  grantor  trust  is  treated  for  Federal 
income  tax  purposes  as  another  form  of  direct  ownership.  A  grant- 
or trust  is  an  arrangement  under  which  legal  title  to  property  is 
transferred  to  a  trustee,  but  the  transferor  retains  certain  powers 
over,  or  interests  in,  the  trust  so  that  the  transferors  are  treated  as 
retaining  direct  ownership  of  such  property  for  Federal  income  tax 

(41) 
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purposes  (sees.  671-679).  Thus,  income,  deductions,  and  credits  of 
the  grantor  trust  are  attributed  directly  to  the  grantors.  ^^ 

Indirect  ownership  of  income  producing  assets 

Separate  entity  treatment 

If  income  producing  property  is  held  in  a  corporation,  the  income 
earned  by  the  corporation  generally  is  taxed  to  the  corporation.  In 
addition,  when  the  after-tax  earnings  of  a  corporation  are  distribut- 
ed to  the  corporation's  stockholders  as  dividends,  generally  such 
earnings  also  are  taxed  to  the  stockholders.  Nevertheless,  interest 
on  debt  incurred  by  a  corporation  to  finance  the  acquisition  of 
income-producing  assets  generally  is  deductible  to  the  corporation 
incurring  the  debt.  To  the  extent  that  income  from  debt-financed 
property  is  paid  to  the  debtholders  in  the  form  of  interest,  the  in- 
terest deduction  offsets  any  corporate-level  tax  on  such  income,  re- 
sulting in  the  imposition  of  only  a  single  tax  on  the  income,  which 
tax  is  borne  by  the  debtholder. 

Conduit  treatment 

If  income  producing  property  is  held  by  a  partnership,  the  part- 
nership generally  is  treated  as  a  complete  conduit  for  Federal 
income  tax  purposes,  and  each  partner  accounts  for  his  "distribu- 
tive share"  of  the  partnership's  income,  loss,  deduction,  and  credit. 
The  liability  for  income  tax  is  that  of  the  partner,  and  not  of  the 
partnership,  without  regard  to  whether  the  income  of  the  partner- 
ship is  actually  distributed  to  the  partners.  Partnership  losses,  de- 
ductions, and  credits  pass  through  to  the  partners  and  can  be  used 
to  offset  other  income. 

If  income  producing  property  is  held  by  an  S  corporation,  not- 
withstanding the  fact  that  the  S  corporation  is  a  corporate  entity, 
its  shareholders  generally  may  account  for  a  proportionate  amount 
of  the  corporation's  items  of  income,  loss,  deduction,  and  credit 
under  subchapter  S  of  the  Code  (sees.  1361  et  seq.).  The  S  corpora- 
tion itself  generally  has  no  tax  liability  for  as  long  as  the  election 
is  in  effect. 

Partial  conduit  treatment 

Real  estate  investment  trusts. — If  income  producing  property  is 
held  by  a  real  estate  investment  trust  ("REIT"),  the  REIT  general- 
ly is  treated  as  a  conduit  for  Federal  income  tax  purposes  to  the 
extent  of  the  amount  of  its  earnings  that  are  distributed  currently 
to  shareholders.  Conduit  treatment  is  achieved  by  allowing  the 
REIT  a  deduction  for  earnings  distributed  on  a  current  basis.  Thus, 
income  that  is  currently  distributed  to  shareholders  is  not  taxed  at 
the  REIT  level;  income  that  is  not  currently  distributed  to  share- 
holders is  taxed  at  the  REIT  level,  as  in  the  case  of  ordinary  corpo- 
rations.^"* 

RICs. — If  income  producing  property  is  held  by  a  regulated  in- 
vestment   company    ("RIC"),    conduit    treatment    similar    to    that 


^■'  In  some  cases,  persons  other  than  the  transferors  are  treated  as  owners  of  the  trust's 
assets. 

•■'''  Requirements  relating  to  the  qualification  as  a  REIT,  and  provisions  relating  to  the  tax- 
ation of  REITs  and  their  shareholders  are  discussed  above  in  Part  I. 
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granted  to  REITs  is  available.  Thus,  the  RIC  generally  would  ac- 
count for  its  income  separately,  but  would  receive  a  deduction  for 
income  distributed  to  shareholders.^^ 

Trusts. — Another  form  of  indirect  ownership  of  property  is  own- 
ership of  the  beneficial  interest  of  property  that  is  held  in  a  trust. 
A  trust  is  an  arrangement  whereby  trustees  take  title  to  property 
and  become  responsible  for  the  protection  and  conservation  of  such 
property  on  behalf  of  the  persons  holding  the  beneficial  interest  in 
the  property.  A  trust  generally  is  treated  as  a  partial  conduit  for 
Federal  income  tax  purposes  since  the  trust,  although  in  form  a 
separate  taxable  entity,  is  allowed  a  deduction  for  amounts  distrib- 
uted to  its  beneficiaries,  which  amounts  generally  are  includible  in 
the  beneficiaries'  income. 

A  fixed  investment  trust  is  a  trust  used  to  hold  a  diversified  port- 
folio of  investments  for  its  beneficiaries.  Generally,  such  a  trust  is 
treated  as  a  trust  for  tax  purposes  (and  not  as  an  association)  only 
if  the  trustee  does  not  have  the  power  to  vary  the  investments  of 
the  trust,  and  the  trust  does  not  have  more  than  one  class  of  inter- 
ests.^^ 

Multiple  class  trusts 

In  May  1984,  the  Treasury  Department  issued  proposed  regula- 
tions addressing  the  treatment  of  trusts  that  have  more  than  one 
class  of  ownership  interest.  Final  regulations  were  issued  in  March 
1985  (Treas.  Reg.  sec.  301.7701-4(c)(l)).  Under  these  regulations,  a 
trust  is  treated  as  having  one  class  of  ownership  if  all  of  the  benefi- 
ciaries of  the  trust  have  undivided  interests  in  all  of  the  trust  prop- 
erty. More  than  one  class  of  ownership  may  exist  where,  for  exam- 
ple, some  beneficiaries  are  entitled  to  receive  more  than  their  pro 
rata  share  of  trust  distributions  in  early  years  and  other  benefici- 
aries are  entitled  to  more  than  their  pro  rata  share  in  later  years. 

Under  the  regulations,  an  arrangement  having  more  than  one 
class  of  ownership  interest  generally  may  not  be  treated  as  a  trust, 
but  is  treated  as  a  corporation.  Thus,  if  a  trust  held  a  portfolio  of 
mortgages,  and  interests  in  the  trust  assets  were  divided  so  that 
one  class  of  beneficiaries  were  to  receive  all  principal  collected  by 
the  trust  and  a  specified  rate  of  interest  thereon,  until  the  trust 
had  collected  a  specified  amount  of  principal  on  the  mortgages,  and 
another  class  of  beneficiaries  were  to  receive  all  remaining 
amounts  collected  by  the  trust,  then  such  trust  would  be  treated  as 
an  association  taxable  as  a  corporation  under  the  regulations.  The 
regulations  provide  a  limited  exception  for  certain  trusts  with  mul- 
tiple classes,  where  the  existence  of  multiple  classes  is  incidental  to 
the  purpose  of  facilitating  direct  investment  in  the  assets  of  the 
trust.  The  regulations  apply  to  interests  issued  after  April  27,  1984. 


^^  Requirements  relating  to  the  qualification  as  a  RIC,  and  provisions  relating  to  the  taxation 
of  RICs  and  their  shareholders  are  discussed  above  in  Part  I. 
^^  See  discussion  of  entity  classification,  above. 
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Taxation  of  income  from  debt  obligations 
The  original  issue  discount  rules 

Treatment  of  original  issue  discount  as  interest 

If  the  borrower  receives  less  in  a  lending  transaction  than  the 
amount  to  be  repaid  at  the  loan's  maturity,  then  the  difference  rep- 
resents "discount."  Discount  performs  the  same  function  as  stated 
interest,  i.e.,  compensation  of  the  lender  for  the  use  of  the  lender's 
money.  ^'^  Code  sections  1272  through  1275  and  section  163(e)  (the 
"OID  rules")  generally  require  the  holder  of  a  debt  instrument 
issued  at  a  discount  to  include  annually  in  income  a  portion  of  the 
original  issue  discount  ("OID")  on  the  instrument,  and  allow  the 
issuer  of  such  an  instrument  to  deduct  a  corresponding  amount,  ir- 
respective of  the  methods  of  accounting  that  the  holder  and  the 
issuer  otherwise  use.^^ 

Definitions 

"Original  issue  discount"  is  defined  as  the  excess  of  a  debt  in- 
strument's "stated  redemption  price  at  maturity"  over  its  "issue 
price"  (provided  such  excess  is  not  less  than  a  certain  de  minimis 
amount). 

"Issue  price"  generally  is  (1)  in  the  case  of  a  cash  loan,  the 
amount  borrowed,  (2)  in  the  case  of  a  debt  instrument  that  is 
issued  for  property  where  either  the  debt  instrument  or  the  proper- 
ty is  publicly  traded, ^^  the  fair  market  value  of  the  property,  or  (3) 
if  neither  the  debt  instrument  nor  the  property  exchanged  for  it  is 
publicly  traded,  an  amount  determined  using  an  adequate  interest 
rate. 

"Stated  redemption  price  at  maturity"  includes  all  amounts  pay- 
able at  maturity  excluding  any  interest  based  on  a  fixed  rate  and 
payable  unconditionally  over  the  life  of  the  debt  instrument  at 
fixed  intervals  no  longer  than  one  year. 

Operation  of  the  OID  rules 

The  amount  of  the  OID  in  a  debt  instrument,  if  any,  is  allocated 
over  the  life  of  the  instrument  through  a  series  of  adjustments  to 
the  issue  price  for  each  "accrual  period."  The  accrual  period  gener- 
ally is  each  six-month  or  shorter  period  ending  on  the  calendar  day 
corresponding  to  the  date  of  the  debt  instrument's  maturity  and 
the  date  six  months  prior  to  the  date  of  maturity."*"  The  adjust- 
ment to  the  issue  price  for  each  accrual  period  is  determined  by 
multiplying  the  "adjusted  issue  price"  (i.e.,  the  issue  price  in- 
creased  by   adjustments    prior   to   the   beginning   of  the   accrual 


•■''  United  States  v.  Midland-Ross  Corp.,  381  U.S.  .54  (1965);  see  also  Commissioner  v.  National 
Alfalfa  Dehydrating  &  Milling  Co.,  417  U.S.  134  (1974), 

^^  Prior  to  1982,  the  OID  rules  applied  only  to  a  limited  class  of  obligations.  The  Tax  Equity 
and  Fiscal  Responsibility  Act  of  1982  and  the  Tax  Reform  Act  of  1984  greatly  expanded  the 
number  and  types  of  obligations  to  which  the  OID  rules  apply. 

•■'^  Presently,  only  stock  or  securities  traded  on  an  established  securities  market  are  treated  as 
publicly  traded.  However,  section  1.503(a)(10)  of  H.R.  3838  as  passed  by  the  House,  and  section 
1803(a)(10)  of  H.R.  3838  as  reported  by  the  Senate  Finance  Committee,  would  grant  the  Treasury 
Department  authority  to  issue  regulations  treating  as  publicly  traded  other  property  "of  a  kind 
regularly  traded  on  an  established  market." 

■'°  Under  proposed  regulations,  different  accrual  periods  may  be  required.  See  Prop.  Treas. 
Reg.  sec.  1.1272-l(d). 
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period)  by  the  instrument's  yield  to  maturity,  and  then  subtracting 
the  interest  payable  during  the  accrual  period. 

The  adjustment  to  the  issue  price  for  any  accrual  period  is  the 
amount  of  OID  allocated  to  that  accrual  period.  These  adjustments 
reflect  the  amount  of  the  accrued  but  unpaid  interest  on  the  debt 
instrument  in  each  period.  The  holder  is  required  to  include  this 
amount  as  interest  income  and  the  issuer  is  permitted  a  corre- 
sponding interest  deduction.  The  holder's  basis  in  the  obligation  is 
increased  by  the  amount  of  OID  includible  in  the  holder's 
income."*^  Uncertainty  exists  about  the  application  of  the  rules 
where  the  maturity  of  such  payments  may  be  accelerated  (e.g., 
based  on  prepayments  of  home  mortgages  that  collateralize  the  ob- 
ligation). 

Gain  or  loss  on  disposition  or  prepayment 

In  general,  the  sale  or  exchange  of  a  debt  obligation  that  is  a 
capital  asset  results  in  the  realization  of  a  capital  gain  or  loss  to 
the  seller.  Under  section  1271,  amounts  received  by  a  holder  of  a 
debt  obligation,  other  than  one  issued  by  an  individual,  on  retire- 
ment of  such  debt  obligation  is  treated  as  an  amount  received  in 
exchange  for  the  debt  obligation.  Thus,  subject  to  certain  excep- 
tions discussed  below,  if  a  debt  obligation  not  issued  by  an  individ- 
ual is  a  capital  asset,  its  satisfaction,  either  at  or  in  advance  of  its 
maturity,  generally  results  in  the  realization  of  a  capital  gain  or 
loss  measured  by  the  difference  between  the  amount  realized  and 
the  basis  of  the  obligation.  Since  section  1271  does  not  apply  to  obli- 
gations issued  by  individuals,  repayment  of  a  debt  obligation  by  an 
individual  (including  prepayment)  is  not  treated  as  a  sale  or  ex- 
change, and  thus  may  not  give  rise  to  capital  gain  or  loss.^^ 

Capital  gain  treatment  also  is  unavailable  if  an  obligation  has 
original  issue  discount  and,  at  the  time  of  original  issue,  there  was 
an  intention  to  call  the  obligation  before  maturity.  In  general,  in 
such  a  case,  any  gain  realized  on  the  sale  or  exchange  (including 
the  retirement  by  the  issuer)  of  the  obligation  is  treated  as  ordi- 
nary income  to  the  extent  that  the  gain  does  not  exceed  the 
amount  of  unamortized  original  issue  discount  (sec.  1271(a)(2)). 
There  is  no  authority  that  directly  addresses  the  application  of  this 
provision  to  corporate  debt  obligations  that  are  issued  with  original 
issue  discount  and  that  are  called  prior  to  maturity  upon  the  pre- 
payment of  mortgages  in  a  pool  that  collateralizes  the  debt  obliga- 
tion. 


* '  The  premise  of  the  OID  rules  is  that,  for  Federal  income  tax  purposes,  an  obligation  issued 
at  a  discount  should  be  treated  like  an  obligation  issued  at  par  requiring  current  payments  of 
interest.  Accordingly,  the  effect  of  the  OID  rules  is  to  treat  the  borrower  as  having  paid  semian- 
nually to  the  lender  the  interest  accruing  on  the  outstanding  principal  balance  of  the  loan, 
thereby  permitting  the  borrower  to  deduct  as  interest  expense  and  requiring  the  lender  to  in- 
clude in  income  such  interest  which  has  accrued  but  is  unpaid.  The  lender  then  is  deemed  to 
have  lent  the  accrued  but  unpaid  interest  back  to  the  borrower,  who  in  subsequent  periods  is 
deemed  to  pay  interest  on  this  amount  as  well  as  on  the  principal  balance.  This  concept  of  ac- 
cruing interest  on  unpaid  interest  is  commonly  referred  to  as  the  "economic  accrual"  of  interest, 
or  interest  "compounding." 

*^  See  sec.  1271(b)(li  In  addition,  obligations  issued  before  July  'Z,  1982,  by  an  issuer  other 
than  a  corporation  or  a  government  (or  political  subdivision  thereoD  do  not  qualify  for  capital 
gains  treatment.  See  sec.  1271(b)(2). 
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The  market  discount  rules 

The  availability  of  capital  gain  treatment  on  the  sale  or  ex- 
change of  a  debt  obligation  also  may  be  limited  pursuant  to  the  so- 
called  "market  discount"  rules.  In  general,  under  the  market  dis- 
count rules  (sees.  1276-1278),  gain  on  the  disposition  of  a  debt  obli- 
gation that  was  issued  after  July  18,  1984,  generally  is  treated  as 
interest  income  to  the  extent  of  accrued  market  discount.  Market 
discount  is  defined  as  the  excess  of  the  stated  redemption  price  of 
an  obligation  over  its  basis  immediately  after  acquisition,  (provided 
that  such  excess  is  not  less  than  a  certain  de  minimis  amount).  In 
the  case  of  a  bond  that  has  original  issue  discount,  for  purposes  of 
the  market  discount  rules,  its  stated  redemption  price  is  treated  as 
the  sum  of  its  issue  price  and  the  amount  of  original  issue  discount 
that  would  have  been  includible  in  the  income  of  an  original 
holder. 

Accrued  market  discount  on  an  obligation  generally  is  the 
amount  that  bears  the  same  ratio  to  the  market  discount  on  such 
obligation  as  the  number  of  days  the  taxpayer  holds  the  obligation 
bears  to  the  number  of  days  after  the  taxpayer  acquired  the  obliga- 
tion until  its  maturity  (sec.  1276(b)(1)).  However,  the  holder  may 
elect  to  accrue  the  market  discount  on  an  obligation  using  a  con- 
stant interest  rate.'*^  A  holder  also  may  elect  to  include  accrued 
market  discount  in  income  annually  (sec.  1278(b)).  Under  present 
law,  the  method  of  allocating  market  discount  among  principal 
payments  on  an  obligation  where  such  principal  is  paid  in  multiple 
installments  is  uncertain. 

If  indebtedness  is  incurred  to  purchase  or  carry  obligations  that 
have  market  discount,  interest  on  such  indebtedness  in  excess  of 
the  amount  of  interest  includible  in  income  with  respect  to  such 
obligations  is  deductible  only  to  the  extent  that  such  interest  ex- 
ceeds the  market  discount  allocable  to  the  taxable  year  (sec.  1277). 
Any  interest  expense  disallowed  under  this  provision  is  allowable 
as  a  deduction  in  the  year  that  the  obligation  is  disposed  of.  This 
limitation  on  interest  deductions  is  not  imposed  if  the  holder  elects 
to  include  market  discount  in  income  currently. 

The  coupon  stripping  rules 

The  separation  of  ownership  of  the  right  to  receive  any  payment 
of  principal  or  interest  on  a  debt  obligation  generally  results  in  the 
application  of  the  "coupon  stripping"  rules  (sec.  1286).  Under  these 
rules,  the  holder  of  a  debt  obligation  who  disposes  of  the  right  to 
receive  certain  payments  on  the  obligation,  (other  than  a  pro  rata 
share  of  all  payments),  must  allocate,  (on  the  basis  of  fair  market 
value),  his  basis  in  the  obligation  between  the  portion  of  the  debt 
obligation  that  is  disposed  of  and  the  portion  retained,  for  purposes 
of  recognizing  gain  or  loss. 

Following  such  a  disposition,  for  purposes  of  the  treatment  of  the 
holder,  the  retained  portion  is  treated  as  a  debt  obligation  having 
original  issue  discount  equal  to  the  excess  of  the  amount  that  will 
be  received  upon  payment  of  amounts  due  at  maturity  of  such  re- 


■•^The  constant  interest  rate  method  results  in  smaller  amounts  being  treated  as  accrued- 
market  discount  in  the  earlier  years. 
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tained  portion  over  the  amount  of  basis  allocated  thereto.  Similar- 
ly, a  purchaser  of  the  disposed  of  portion  of  the  debt  obligation  is 
treated  as  having  purchased  a  debt  obligation  having  original  issue 
discount  equal  to  the  excess  of  the  amount  payable  upon  maturity 
of  such  portion  over  the  amount  paid  therefor.  The  original  issue 
discount  rules  then  govern  the  amount  that  the  respective  holders 
must  include  in  income  annually. 

Withholding  on  interest  paid  to  foreign  taxpayers 

In  general,  a  30-percent  withholding  tax  is  imposed  on  portfolio 
interest  paid  to  foreign  taxpayers  (sees.  871,  881,  1441,  and  1442).^'* 
However,  the  withholding  tax  is  not  imposed  on  interest  paid  on 
certain  obligations  issued  after  July  18,  1984  (sees.  871(h)  and 
882(c)).  Although  obligations  issued  by  individuals  generally  are  not 
eligible  for  the  exception,^  ^  most  mortgage-backed  securities  issued 
after  July,  18,  1985,  are  eligible  for  the  exception.'*^  This  is  true 
even  if  the  mortgage-backed  security  is  in  the  form  of  a  participa- 
tion certificate  in  a  grantor  trust,  in  which  case,  the  holder  is  for 
all  other  purposes  treated  as  holding  a  proportionate  share  of  the 
underlying  mortgages.  In  such  a  case,  however,  the  withholding  tax 
is  applied  to  the  extent  that  the  underlying  mortgages  were  issued 
on  or  before  July  18,  1984. ^^ 

Background 

Participation  certificates 

Mortgage-related  securities  frequently  are  issued  in  the  form  of 
"participation  certificates"  in  a  pool  of  mortgages  or  other  debt  ob- 
ligations held  by  a  grantor  trust.  Holders  of  participation  certifi- 
cates are  treated  as  the  owners  of  proportionate  shares  of  the 
trust's  assets,  and  are  required  to  include  in  income  proportionate 
shares  of  the  trust's  income.  Holders  also  are  entitled  to  deduct 
proportionate  shares  of  the  trust's  expenses."*^ 

The  use  of  grantor  trusts  has  certain  limitations,  however.  First, 
the  trustees  are  not  permitted  to  actively  manage  the  trust's  assets 
and  have  only  the  most  circumscribed  reinvestment  power. ^^ 
Second,  the  Treasury  Regulations  effectively  prevent  the  issuance 
of  more  than  one  class  of  beneficial  interest  in  the  trust  because 
those  regulations  would  require  the  imposition  of  a  corporate  tax 
on  the  trust's  income. 

Because  grantor  trusts  may  have  only  one  class  of  beneficiaries, 
all  holders  of  participation  certificates  are  subject  to  the  risk  of 
prepayment  of  all  or  a  portion  of  their  investment,  depending  on 
the  extent  of  prepayments  of  the  obligations  held  by  the  trust.  This 
inability  to  cater  to  the  differing  investment  objectives  of  various 


"'•'A  lower  rate  of  tax  may  be  imposed  pursuant  to  a  treaty. 

"5  Temp.  Treas.  Reg.  sec.  35a.9999-5(a)  (Q  &  A  1). 

•»«  Temp.  Treas.  Reg.  sec.  35a.9999-5(d)  (Q  &  A  20). 

*■•  Id. 

"8  See  Rev.  Rul.  84-10,  1984-1  C.B.  155;  Rev.  Rul.  77-349,  1977-2  C.B.  20;  Rev.  Rul.  71-399,  1971-2 
C.B.  433,  amplified  by  Rev.  Rul.  81-203,  1981-2  C.B.  137,  Rev.  Rul.  80-96,  1980-1  C.B.  317,  Rev. 
Rul.  74-300,  1974-2  C.B.  169,  Rev.  Rul.  74-221,  1974-1  C.B.  365,  and  Rev.  Rul.  72-376,  1972-2  C.B. 
647;  Rev.  Rul.  70-544,  1970-2  C.B.  6  and  Rev.  Rul.  70-545,  1970-2  C.B.  7,  both  modified  by  Rev. 
Rul.  74-169,  1974-1  C.B.  147. 

49  See  Rev.  Rul  75-192,  1975-1  C.B.  384. 
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investors  has  been  a  source  of  market  dissatisfaction  with  these  in- 
struments. 

Collateralized  mortgage  obligations 

In  addition  to  participation  certificates  in  grantor  trusts,  many 
mortgage  related  securities  are  issued  in  the  form  of  debt  obliga- 
tions of  highly  leveraged  corporations  that  hold  a  portfolio  of  debt 
obligations,  most  frequently  real  property  mortgages.  These  corpo- 
rate debt  obligations  frequently  are  issued  in  differing  maturities. 
The  cash  flow  of  the  underlying  mortgages  is  used  to  service  the 
debt  obligations,  and  the  income  of  the  corporation  arising  from 
the  mortgages  that  it  holds  may  be  largely  or  completely  offset  by 
interest  on  the  corporation's  debt.  To  the  extent  such  offsetting 
occurs,  the  income  from  the  underlying  mortgages  is  effectively 
taxed  only  to  the  debtholders.  Arrangements  of  this  sort  are  com- 
monly known  as  "collateralized  mortgage  obligations"  or  "CMOs." 

Although  the  ability  to  issue  obligations  of  differing  maturities  is 
an  advantage  for  this  form  of  mortgage  backed  security,  there  also 
are  several  disadvantages.  First,  a  corporate  debt  obligation  and 
the  income  from  such  debt  obligation  are  not  among  the  types  of 
qualifying  assets  or  income  for  purposes  of  whether  an  entity  quali- 
fies as  a  REIT,  even  if  the  obligation  is  secured  by  real  property 
mortgages.  ^°  In  addition,  such  obligations  do  not  qualify  as  "loans 
secured  by  an  interest  in  real  property"  for  purposes  of  a  savings 
and  loan  association's  ability  to  compute  its  bad  debt  deductions 
under  the  percentage  of  taxable  income  method.  ^^ 

Second,  where  a  corporation  is  formed  for  the  sole  purpose  of 
holding  debt  obligations  and  issuing  CMOs,  in  order  to  minimize 
the  risk  that  the  obligations  would  be  treated  as  equity  (the  distri- 
butions with  respect  to  which  are  not  deductible  unless,  for  exam- 
ple, the  corporation  qualifies  as  a  REIT),  rather  than  as  debt,  the 
corporation  must  have  some,  at  least  some,  minimal  amount  of  cap- 
italization. This  capital,  which  presumably  must  be  supplied  by  the 
transferor  of  the  mortgages,  in  effect  increases  the  cost  of  issuing 
CMOs  by  subjecting  such  additional  capital  to  a  corporate  layer  of 
tax. 

Third,  in  order  for  the  corporate  issuer  to  be  treated  as  the 
owner  of  the  underlying  debt  obligations,  rather  than  as  a  mere 
trustee  for  the  debtholders,  the  corporation  generally  must  have 
some  reinvestment  risk  with  respect  to  the  underlying  obligations, 
i.e.,  the  debt  service  may  not  be  too  closely  matched  to  the  cash 
flow  generated  by  the  collateral.  Thus,  the  corporate  issuer  may 
not  completely  transfer  all  reinvestment  risk  to  the  CMO  holders. 

Fourth,  the  corporate  issuer  must  pay  income  tax  on  the  differ- 
ence between  the  interest  income  on  the  issuer's  assets  and  the  in- 
terest on  the  CMOs.  ^2 


so  See  sec.  856(c). 

5'  See  sees.  593  and  7701(a)(19). 

52  Such  difference  may  arise,  for  example,  where  the  CMOs  are  issued  with  different  yields 
and  different  maturities,  essentially  because  deductions  with  respect  to  higher  yield,  longer  ma- 
turity debt  tend  to  be  weighted  toward  the  later  years  relative  to  lower  yield,  shorter  maturity 
debt. 
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Other  formats  for  issuing  mortgage-related  securities 

Other  vehicles  for  investing  in  mortgages  also  suffer  from  certain 
disadvantages.  While  it  is  possible  to  use  an  S  corporation  to  issue 
debt,  under  present  law,  only  individuals  can  hold  shares  of  an  S 
corporation,  and  the  maximum  number  of  shareholders  is  limited 
to  35.  REITs  must  have  at  least  100  shareholders.  The  ability  of  in- 
stitutional investors  to  hold  interests  in  limited  partnerships  may 
be  limited  under  state  law.  Fixed  investment  trusts  may  be  unat- 
tractive with  respect  to  ownership  by  REITs  and  savings  and  loan 
associations  because  an  interest  in  the  trust  may  not  be  treated  as 
a  qualifying  interest  in  real  property  or  real  property  loans. 

Issues 

The  stated  purpose  of  the  bill  is  to  provide  an  indirect  invest- 
ment vehicle  that  does  not  contain  the  various  disadvantages  dis- 
cussed above.  However,  the  bill  raises  a  number  of  issues: 

First,  is  it  appropriate  to  create  another  type  of  conduit  entity 
under  the  tax  laws  for  investment  on  mortgages?  Moreover,  should 
conduit  treatment  be  provided  for  an  entity  that  can  issue  several 
classes  of  securities? 

Second,  should  only  real  estate  mortgages  qualify  for  any  special 
treatment,  or  should  any  other  debt  obligations  qualify  as  well? 

Third,  how  should  the  OID  and  market  discount  rules  be  applied 
to  divided  interests  in  debt  obligations?  Should  any  newly  created 
conduit  treatment  apply  with  respect  to  interests  created  in  all  out- 
standing obligations  or  only  newly  issued  obligations? 

Fourth,  under  what  circumstances  should  foreign  investors  be  el- 
igible for  the  exemption  from  withholding  tax? 

Fifth,  should  any  or  all  of  the  interests  in  a  newly  created  con- 
duit entity  be  treated  as  real  estate  assets  for  purpose  of  REIT 
qualification,  or  as  real  property  loans  for  the  purpose  of  qualifica- 
tion for  percentage  bad  debt  deductions  of  thrift  institutions? 

Explanation  of  the  Bill 

Overview 

The  bill  would  create  a  new  form  of  mulitple  class  mortgage  re- 
lated security,  known  as  a  "collateralized  mortgage  security"  (or 
"CMS").  Holders  of  the  CMS  would  be  treated  as  beneficial  owners 
of  the  underlying  mortgages.  The  bill  would  provide  rules  prescrib- 
ing the  income  tax  treatment  of  taxpayers  who  exchange  mort- 
gages for  CMSs,  the  treatment  of  taxpayers  holding  CMSs,  and  the 
treatment  of  the  disposition  of  CMSs.  Among  these  rules  are  clari- 
fications of  the  application  of  the  OID  rules  to  obligations  the 
timing  of  whose  maturities  is  contingent  upon  the  timing  of  pay- 
ments on  the  underlying  collateral.  In  addition,  certain  new  infor- 
mation reporting  requirements  would  be  imposed  on  issuers  of 
CMSs. 

Issuance  of  a  CMS 

Under  the  bill,  a  CMS  may  be  issued  in  the  form  of  an  ownership 
interest  in  a  corporation,  association,  trust,  or  partnership  holding 
"qualified  obligations,"  or  as  a  debt  obligation  issued  by  any  of  the 
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above.  Regardless  of  the  form,  the  issuance  of  a  CMS  generally 
would  be  treated  as  a  sale  of  the  collateral  securing  the  CMS  to  the 
holders  of  the  CMS.  Thus,  the  initial  transferor  of  the  qualified  ob- 
ligations and  the  the  entity  that  holds  such  obligations  and  issues 
that  CMSs  would  be  treated  as  entirely  separate  entities,  i.e.,  CMSs 
issued  in  the  form  of  debt  would  not  be  treated  as  debt  of  the  trans- 
feror of  the  qualified  obligations  and,  except  to  the  extent  that  the 
transferor  holds  CMSs,  the  income  generated  by  the  underlying  col- 
lateral would  not  treated  as  income  of  the  transferor. 

A  CMS  could  represent  either  a  "regular"  or  "residual"  interest 
in  the  underlying  collateral.  A  regular  interest  would  entitle  the 
holder  to  receive  specified  principal  payments  (or  analagous 
amounts  in  the  case  of  CMSs  not  issued  in  the  form  of  debt),  the 
timing  of  which  principal  payments  would  be  contingent  upon  the 
timing  of  receipt  of  principal  payments  on  the  underlying  collater- 
al and  the  amount  of  income  from  temporary  reinvestments  of 
portfolio  cash  flows.  A  residual  interest  would  entitle  the  holder  to 
receive  amounts  that  are  contingent  with  respect  to  both  timing 
and  amount  upon  the  extent  of  prepayments  on  qualified  obliga- 
tions, the  amount  of  income  from  temporary  reinvestment  of  port- 
folio cash  flows,  and  the  amount  of  contingent  payments  received 
on  qualified  obligations.  A  regular  interest,  unlike  a  residual  inter- 
est, could  provide  for  the  payment  of  interest  on  the  outstanding 
principal  balance  of  the  CMS. 

Eligible  collateral  for  a  CMS 

In  general,  in  order  to  qualify  as  a  CMS  under  the  bill,  a  security 
must  be  collateralized  either  by  "qualified  obligations"  or  "permit- 
ted investments."  Qualified  investments  would  include  real  proper- 
ty mortgage  loans,  interests  in  other  CMSs,  participation  certifi- 
cates representing  beneficial  interests  in  such  obligations,  guaran- 
teed investment  contracts,  and  property  acquired  pursuant  to  the 
default  of  or  the  substitution  for  a  defective  qualified  obligation. 
Permitted  investments  generally  would  include  cash  and  cash 
items  that  either  were  part  of  the  initial  collateral  of  the  CMS  or 
were  subsequently  acquired  under  certain  circumstances,  and  the 
temporary  reinvestment  of  cash  flows. 

Transfers  of  qualified  obligations 

In  general,  the  transfer  of  qualified  obligations  to  a  CMS  issuer 
(i.e.,  the  entity  that  holds  the  collateral)  in  exchange  for  cash  or 
other  property  would  result  in  recognition  of  gain  or  loss  to  the 
transferor.  If  qualified  obligations  were  transfered  in  exchange  for 
regular  interests,  no  loss  would  be  recognized,  but  gain  generally 
would  be  recognized,  except  to  the  extent  provided  in  regulations. 
If  qualified  obligations  are  exchanged  for  residual  interests,  no  gain 
or  loss  would  be  recognized. 

If  qualified  obligations  are  transfered  to  a  CMS  issuer  in  ex- 
change for  regular  and  residual  interests,  or  either  or  both  such  in- 
terests along  with  cash,  the  basis  of  the  qualified  obligations  trans- 
ferred would  be  allocated  in  proportion  to  the  fair  market  value  of 
the  interests  (and  cash,  if  any)  received.  The  transferor  would  be 
permitted  to  elect  to  treat  the  fair  market  value  of  residual  inter- 
ests as  zero  in  certain  circumstances. 
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Treatment  of  holders  of  CMSs 

Under  the  bill,  holders  of  regular  interests  generally  would  be 
taxed  as  if  their  regular  interest  were  a  debt  obligation  to  which 
the  rules  of  taxation  generally  applicable  to  debt  obligations  apply. 
The  bill,  however,  would  provide  rules  clarifying  the  application  of 
the  OID  rules  to  debt  instruments  that,  as  may  be  the  case  with 
CMSs,  have  a  maturity  that  is  initially  fixed,  but  that  is  acceler- 
ated based  on  prepayments  on  the  underlying  collateral.  In  gener- 
al, the  clarified  OID  rules  would  require  OID  for  an  accrual  period 
to  be  calculated  and  included  in  the  holder's  income  based  on  the 
increase  in  the  present  value  of  the  obligation,  taking  into  account 
the  amount  of  acceleration  of  the  obligation's  maturity  attributable 
to  prepayments  during  the  period  as  well  as  payments  received  on 
the  CMS  during  the  period. 

Holders  of  residual  interests  generally  would  include  amounts  in 
income  when  paid  or  credited.  The  holder's  basis,  if  any,  would  be 
recovered  as  a  deduction  on  a  straight  line  basis  over  the  estimated 
duration  of  the  residual.  Any  gain  that  was  not  recognized  by  the 
transferor  of  a  qualified  obligation  on  the  transfer  of  such  obliga- 
tion to  the  issuer  in  exchange  for  a  residual  interest  would  be 
taken  into  income  on  a  straight  line  basis  over  the  estimated  dura- 
tion of  the  residual.  Regulatory  authority  would  be  granted  to  the 
Treasury  Department  to  issue  regulations  that  would  treat  residual 
interests  more  like  debt  obligations  in  certain  limited  circum- 
stances. 

The  bill  also  would  provide  for  the  acceleration  of  the  recognition 
of  income  to  holders  in  certain  circumstances.  Where  the  cumula- 
tive amount  of  income  recognized  by  all  holders  of  regular  and  re- 
sidual interests  (under  the  normal  rules  for  the  recognition  of  in- 
terest income,  the  OID  rules  as  prescribed  by  the  bill,  and  the  spe- 
cial rules  for  residual  interests)  is  less  than  the  cumulative  amount 
of  income  that  would  have  been  recognized  if  the  CMS  collateral 
were  held  by  a  single  taxable  entity,  then  the  shortfall  would  be 
allocated  to  the  holders  of  regular  and  residual  interests  in  accord- 
ance with  a  formula  prescribed  by  the  bill.  Any  additional  income 
so  allocated  would  reduce  the  amount  of  income  that  must  be  rec- 
ognized in  later  years. 

Outside  premium  and  discount 

"Outside  premium"  on  a  CMS  generally  would  be  the  excess  of 
the  holder's  cost  (or  such  other  amount  that  ordinarily  would  be 
the  holder's  basis  immediately  after  the  acquisition)  for  a  CMS 
over  the  adjusted  issue  price  of  the  CMS.  Outside  premium  also 
could  arise  where  loss  is  not  recognized  on  the  transfer  of  obliga- 
tions to  the  holding  entity;  the  outside  premium  would  equal  the 
unrecognized  loss. 

"Outside  discount"  on  a  CMS  generally  would  be  the  excess  of 
the  adjusted  issue  price  of  the  CMS  over  the  holder's  cost  for  the 
CMS  (or  such  other  amount  that  ordinarily  would  be  the  holder's 
basis  immediately  after  the  acquisition).  Like  outside  premium, 
outside  discount  also  could  arise  in  a  case  where  gain  is  not  recog- 
nized on  the  transfer  of  obligations  to  the  holding  entity. 
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Outside  premium  on  a  regular  interest,  to  the  extent  it  does  not 
exceed  the  amount  of  OID  with  respect  to  such  interest,  would  be 
amortized  over  the  duration  of  the  interest  in  the  same  proportion 
that  the  amount  of  OID  includible  for  each  accrual  period  bears  to 
the  total  amount  of  OID.  Any  outside  premium  in  excess  of  the 
amount  of  OID  would  be  recovered  ratably  in  the  same  proportion 
that  the  amount  of  principal  (or  similar  amounts)  received  that 
year  bears  to  the  total  amount  of  principal. 

Outside  discount  on  a  regular  interest  would  be  treated  as 
market  discount.  Under  the  bill,  such  discount  would  be  recovered 
in  the  proportion  that  the  amount  of  principal  (or  similar  amounts) 
received  bears  to  the  total  amount  of  principal.  Such  inclusions 
could  be  treated  as  capital  gains  to  the  extent  that  the  underlying 
obligations  would  not  be  subject  to  the  market  discount  rules,  i.e., 
to  the  extent  that  such  obligations  were  issued  before  July  19,  1984. 
If,  however,  at  least  85  percent  of  the  the  underlying  obligations 
were  subject  to  the  market  discount  rules,  or  at  least  85  percent 
were  not,  then  all  of  the  obligations  would  be  so  treated. 

Outside  premium  or  discount  on  residual  interests  would  be  re- 
covered ratably  over  the  estimated  duration  of  the  residual. 

Disposition  of  a  CMS 

In  general,  the  disposition  of  a  CMS  would  be  treated  like  the 
disposition  of  a  debt  obligation.  The  market  discount  rules  would 
be  applied  to  determine  the  character  of  any  gain  recognized  in  the 
same  manner  as  in  determining  the  character  of  any  recovery  of 
outside  discount  upon  payments  of  principal. 

Other  provisions 

The  bill  would  provide  special  rules  relating  to  the  accounting 
for  expenses  of  issuance  of  CMSs,  as  well  as  ongoing  expenses  of 
the  CMS  issuer.  In  addition,  the  bill  would  impose  a  100  percent 
tax  on  income  from  prohibited  transactions,  including  gains  from 
the  sale  or  exchange  of  qualified  obligations  (with  certain  excep- 
tions), and  income  relating  to  assets  that  are  not  permissible  CMS 
collateral.  The  bill  also  would  provide  special  rules  for  the  sale  of 
all  of  the  assets  of  a  CMS  issuer  and  the  distribution  of  the  pro- 
ceeds to  the  CMS  holders. 

The  bill  also  would  expand  the  interest  and  OID  reporting  re- 
quirements of  present  law  and  would  apply  such  expanded  provi- 
sions to  CMSs  as  well  as  any  other  forms  of  mortgage  related  secu- 
rities or  debt  obligations.  Under  the  bill,  reporting  would  be  re- 
quired with  respect  to  interests  held  by  corporations,  registered  se- 
curities or  commodities  dealers,  RICs,  REITs,  and  certain  common 
trust  funds.  The  reporting  requirement  also  would  include  certain 
additional  information  relating  to  the  taxation  of  any  multiple 
class  interests.  CMSs  would  file  annual  information  returns  and 
would  be  subject  to  entity  level  audit  procedures  similar  to  those 
applicable  to  partnerships. 

Effective  date 

In  general,  the  provisions  of  the  bill  would  be  effective  after  the 
date  of  enactment. 
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Senate  Finance  Committee  Bill 

H.R.  3838,  the  Tax  Reform  Act  of  1986,  as  reported  by  the  Senate 
Finance  Committee  on  May  29,  1986,  (the  "SFC  bill"),  contains  cer- 
tain provisions  relating  to  the  taxation  of  multiple  class  arrange- 
ments for  investmenting  in  real  property  mortgages.  In  general, 
sections  1441-1445  of  the  SFC  bill  would  allow  multiple  class  in- 
vestment in  real  property  mortgages  to  be  made  in  the  form  of 
partnerships,  trusts,  or  corporations,  and  would  not  impose  an 
entity  level  tax  on  the  income  from  the  mortgages,  except  to  the 
extent  that  income  from  the  mortgages  otherwise  would  not  be  rec- 
ognized currently  to  investors.  The  SFC  bill  would  require  the  im- 
position of  an  entity  level  tax  on  vehicles  for  multiple  class  invest- 
ments in  real  property  mortgages  that  do  not  meet  the  require- 
ments of  the  SFC  bill,  however.  In  addition,  the  SFC  bill  would 
clarify  the  application  to  mortgage-backed  securities  of  the  rules 
relating  to  the  taxation  of  debt  instruments. 

Effective  date. — The  SFC  bill  would  be  generally  effective  with 
respect  to  taxable  years  beginning  after  December  31,  1986. 

O 
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